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DAY TRADING: AN OVERVIEW 


THURSDAY, SEPTEMBER 16, 1999 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:37 a.m., in room 
SD-628, Senate Dirksen Office Building, Hon. Susan M. Collins, 
Chairman of the Subcommittee, presiding. 

Present: Senators Collins, Levin, and Cleland. 

Staff Present: K. Lee Blalack, Chief Counsel and Staff Director; 
Mary D. Robertson, Chief Clerk; Glynna Christian Parde, Chief In- 
vestigator and Senior Counsel; Kirk E. Walder, Investigator; Brian 
C. Jones, Investigator; Wesley Phillips, Detailee/GAO; Eileen M. 
Fisher, Investigative Assistant; Elizabeth Hays, Staff Assistant; 
Linda Gustitus, Minority Chief Counsel; Leslie Bell, Congressional 
Fellow; Anne Bradford (Senator Thompson); Brian Benczkowski 
(Senator Domenici); Michael Loesch (Senator Cochran); Felicia 
Knight and Steve Abbott (Senator Collins); Seema Singh and Greg- 
ory Thomas (Senator Specter); Nanci Langley (Senator Akaka); 
Lynn Kimmerly, John Brownlee, Michael Andel, and Andrew 
Vanlandingham (Senator Cleland); Darla Silva (Senator Durbin); 
and Peter Ludgin and Diedre Foley (Senator Lieberman). 

OPENING STATEMENT OF SENATOR COLLINS 

Senator Collins. The Subcommittee will come to order. 

I would like to thank our witnesses for braving the hurricane to 
be with us here this morning. I know that for some of you, who are 
coming some distance, that was indeed a challenge, and I appre- 
ciate the efforts that you have made to be with us today. 

We convene the first congressional hearing on day trading. This 
hearing is the first in a series that the Permanent Subcommittee 
on I nvestigations will hold on this subject. 

Today's hearing will provide an overview of the day-trading in- 
dustry, while subsequent hearings will highlight case studies devel- 
oped during our on-going investigation. These hearings continue 
the tradition of the Subcommittee of investigating issues affecting 
small investors. 

Unlike traditional investing, day trading involves taking posi- 
tions in stocks for very short periods of time, usually minutes or 
hours, but rarely longer than a day. One day trader was recently 
quoted as saying, "Wall Street's not about investing anymore, it's 
about numbers. Who cares whether [the stockj is a car company or 

( 1 ) 
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a chemical company? Who cares what they're going to be doing in 
[the year] 2000?" 

Day traders seek to profit in small increments from moment-to- 
moment fluctuations in the stock's price. The firms that cater to 
day traders provide high-speed computer access and real-time mar- 
ket quotes, which are necessary to rapidly take advantage of small 
changes in stock prices. 

The technology revolution that is affecting so many aspects of 
American life is also changing, in a very fundamental way, the re- 
lationship between the ordinary investor and the markets. New 
technology now allows investors to access the markets directly 
without the aid, or the advice, of a broker-dealer, something that 
was previously limited to a relatively small number of professional 
traders. This dramatic change in access raises a host of questions 
for Federal and State regulators, for the security industry, and for 
i nvestors. 

Ironically, the three developments that have made day trading 
possible are otherwise very positive for investors. The first is the 
ability to execute transactions at the investor's convenience using 
the Internet. The second is dramatically lower commissions, and 
the third is greatly expanded access to financial information, in- 
cluding documents such as a company's Form 10-K contained in 
the SEC'S EDGAR system. 

I should emphasize that day-trading firms differ significantly 
from traditional brokerage houses, and even from the discount bro- 
kerage industry. Online discount brokerage firms, such as Charles 
Schwab, do not provide their customers with direct access to the 
trading floor. 

Moreover, the Subcommittee recognizes that the use of the I nter- 
net to obtain information about investing or to place, buy, and sell 
orders has given consumers substantially greater access to finan- 
cial information and investment opportunities previously available 
only to industry professionals. Day trading, however, raises serious 
concerns unrelated to the use of the Internet for trading or as a 
source of financial information. 

I would like to show something that illustrates why it is so im- 
perative for the investing public to better understand day trading 
and its risks.^ This course, and you can see the cover of the Adult 
Education leaflet that was circulated, is from an adult education 
program in Gardiner, Maine. It was recently sent to me by one of 
my constituents. As you can see from the course offerings, folks in 
Gardiner, Maine, can learn from their adult education course dried 
floral arranging, perennial gardening, and Christmas wreath de- 
sign, and for a fee of only $5, they can go to the local high school 
and attend Day Trading for Beginners. 

The very fact that adult education programs in small commu- 
nities like Gardiner, Maine, might be teaching day-trading strate- 
gies reflects the increasing pervasiveness and popularity of the 
day-trading phenomenon and the degree to which it is being pre- 
sented to ordinary investors as just another bona fide investing 
strategy. As an interesting side note, this particular course was 
canceled after the tragic shooting by the Atlanta day trader. 


iSee Exhibit No. 1 on page 213 in the Appendix. 
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Our hearing today will attempt to answer three questions. First, 
is day trading really nothing more than gambling? To answer this 
question, the Subcommittee is examining the profitability of day 
trading, the risks involved, and the responses to this development 
from the industry and the regulators. 

Policymakers need to know whether day-trading firms teach in- 
vesting or simply another form of card counting. Many day-trading 
firms provide seminars for customers who wish to learn day-trad- 
ing strategies. These seminars generally run for only several days 
and cost anywhere from $1,500 to $5,000. One such course is called 
"1-800 RetireNow!" Enticed by such exaggerated promises, some 
individuals who complete these courses actually give up their ca- 
reers to day trade ful I ti me. 

Now, very few Americans would think it prudent to quit their 
jobs or to cash in their retirement savings to become professional 
gamblers who support their families at a Las Vegas casino. Yet, the 
day-trading industry estimates that nearly 5,000 citizens are full- 
time day traders. The SEC's estimate is even higher. 

For example, a 28-year-old bank employee in California left his 
job and borrowed $40,000 from credit cards to become a day trader, 
only to lose all of his money day trading within 2 months. This 
young man is now deeply in debt and living with his parents. 

In Chicago, a waiter with no investment experience became a 
day trader and lost an inheritance of more than $200,000. The 
waiter told the Subcommittee staff that many of the people with 
whom he day-traded knew as little about investing as he did. 

In Boston, an elderly man with severe health problems lost about 
$250,000 of his wife's savings in just a few hours at a day-trading 
firm. 

The second important question is whether some day-trading in- 
dustry firms are engaged in deceptive and fraudulent practices, 
and if so, how pervasive is this misconduct? State regulators have 
charged the aay-trading industry has engaged in widespread 
abuses, including deceptive advertising, trading by unr^istered 
broker-dealers, and violations of rules relating to suitability and 
margin requirements. Although several day-trading firms settled 
cases brought by State regulators, the industry as a whole strongly 
contests these findings. We will hear testimony on these general 
issues today, while the Subcommittee continues to investigate the 
practices of specific day-trading firms. 

The third question that is central to our inquiry is what is the 
impact of day trading on individual companies and the markets? 
The industry's own estimates indicate that between 10 and 15 per- 
cent of the daily volume on the NASDAQ exchange is attributable 
to day trading. Now, some critics argue that day trading increases 
and creates excessive market volatility. Other observers, however, 
contend that day trading increases market efficiency and liquidity, 
while still others believe that day trading simply has had very lit- 
tle impact on the markets. By the conclusion of our investigation, 
the Subcommittee hopes to have a much better understanding of 
the economic impact of day trading on the markets and capital for- 
mation. 

Finally, let me add that I convene this hearing highly skeptical 
of day trading, but not as an advocate for banning the practice alto- 
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gether. State securities regulators have estimated that more than 
70 percent of day traders lose money and only about 12 percent 
demonstrate the capacity to be successful. I find those statistics to 
be very troubling. 

These figures also raise critical questions about whether inves- 
tors are truly informed of the risks involved or whether they are 
simply being fleeced by some unscrupulous day-trading company. 

If an investor is fully aware of the risks and decides to engage 
in day trading anyway, that is his choice. If, however, a day-trad- 
ing company fails to disclose the risks and entices the unsophisti- 
cated investor with deceptive advertisements and exaggerated 
claims, that is quite another matter. 

While we are confronted with many complex issues today, we are 
very fortunate to have an outstanding group of witnesses to assist 
us as we attempt to sort through the conflicting claims about day 
trading. I particularly look forward to hearing testimony from the 
Securities and Exchange Commission Chairman and the National 
Association of Securities Dealers Regulation President about their 
recent examination of more than 60 day-trading firms. The prelimi- 
nary results of these examinations will be released for the first 
time at our hearing today. 

It is now my pleasure to recognize my distinguished colleague 
and the Ranking Minority Member of this Subcommittee, Senator 
Levin, for his opening statement. 

Thank you. 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Thank you. Madam Chairman, and thank you for 
your leadership in trying to protect American consumers. 

Earlier this year, this Subcommittee held hearings on sweep- 
stakes, and today, we are talking about day trading. To me, they 
fall under the same category of business practice, which involves 
enticing consumers with the promise of quick money. 

Many of us would love to get rich quickly and retire young, and 
when you are told that there is a ready-made investment system 
that holds out quick and large returns, the instinct to jump aboard 
and try it out is there for many people. What can be overlooked, 
however, is the fact that the system being promoted does not in- 
volve investment in the sense that we know it and understand it, 
and that it does involve significant risk. 

Once in the system, when you realize that you are starting to 
lose money and think perhaps that this is not the right business 
to be in, you can be enticed to recover your losses by borrowing 
money and making more trades. That is a sketch of day trading, 
and its visibility and allure to the public is growing. 

J ust the other day, I was exiting a freeway near my home in De- 
troit, and I came across a sign on a fence at the exit ramp.^ I n big 
bold letters, it announces "Day Trading" and gives an 800 number 
to call. 

Now, that particular notice does not use any promotional lan- 
guage other than getting people to notice the name and the num- 
ber, but it shows just how pervasive this allure to day trading is 


iSee Exhibit No. 2 on page 215 in the Appendix. 
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that they put signs on fences for people to see if they can get them 
to call 800 numbers to get into the system. 

Too many firms, once people malce that original contact, entice 
consumers with deceptive and misleading advertisements, such as 
"earn 12 percent per day before a commission" and "6 to 7 figure 
income per year." One company claims to have a "trading system 
with a profit-to-loss ratio of 12 to 1 and an average return better 
than 18 percent per trade before slippages. 

Moreover, it claims that no experience is needed, and when 
asked by State regulators to prove those claims, the company, TCI, 
could not do it. Apparently, most day traders lose money. 

R^ulators have said that day traders must make a 56-percent 
profit just to cover commissions and fees. A recent report by the 
North American Securities Administrators Association revealed 
that at one branch office, over 70 percent of the traders lost money. 

In analyzing the trading strategy used through the types of 
trades made, the report concluded that the majority of traders ap- 
peared to use strategies which engendered 100-percent risk of loss. 

Day trading is not investing, and most people, even in the day- 
trading industry, acknowledge that. The SEC says it is gambling. 

Given the estimate referred to in the testimony of tne North 
American Securities Administrators Association that 70 percent of 
day traders lose money, you would have a better chance of playing 
the slot machine. 

Now, if day trading is gambling, and it sure looks like it to this 
outsider, and more importantly, if it is gambling as is stated by the 
SEC, a key insider, then on-site firms are gambling casinos and 
should be regulated as such. 

We have rules in the securities industry with respect to suit- 
ability and margin requirements in order to protect consumers. If 
these rules are not sufficiently protective of persons solicited for 
and engaged in day trading, I hope that we can develop legislation 
and enact legislation which will protect those consumers. 

Again, I want to thank you and commend you. Madam Chair- 
man, for your leadership in another area where there is just too 
much consumer abuse going on in this country. 

Senator Collins. Thank you very much. Senator Levin. 

I am now pleased to call on Senator Cleland. Senator Cleland 
and I both in previous life were involved in securities regulations 
of State officials, and he has been an active participant in all of our 
investigations on securities issues. 

OPENING STATEMENT OF SENATOR CLELAND 

Senator Cleland. Thank you. Madam Chairman. 

Ladies and gentlemen, welcome to this hearing. 

I am intrigued by the comments by the distinguished Senator 
from Michigan, Senator Levin, and marvel at the insight of our 
wonderful Chairman here who has decided to focus on a very fas- 
cinating issue of the world of securities and investments in Amer- 
ica. I am delighted to be here at this hearing. 

Let me just say that tragically enough, I have a personal interest 
in the whole issue of day trading. Maybe the good news first. The 


iSee Exhibit No. 3 on page 216 in the Appendix. 
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gcxxJ news is I was securities administrator in Georgia for 12 years, 
and my Administrative Assistant today in the Senate is Wayne 
Howell who was the Assistant Commissioner of Securities in Geor- 
gia for 12 years— but we had a tragic incident in Atlanta. 

We had a situation in which an individual killed his family mem- 
bers and then came in with guns ablazing into two different office 
complexes killing and maiming a number of other people that he 
day-traded with, and then after being apprehended off of an inter- 
state north of Atlanta, killed himself after losing almost half-a-mil- 
lion dollars as a day trader. 

That is an incredible situation. It has been discovered that in one 
3-day binge, this day trader lost $153,000, according to a trading 
report from Momentum Securities in Atlanta. Ultimately, his losses 
totalled a half-a-million dollars. 

I n the wake of the shootings, the news reports and other studies 
have led me to the conclusion, the risks associated with day trad- 
ing are extremely serious. While many day traders are aware of the 
possibilities of large losses, some are not. 

The interesting thing about going to Las Vegas is it is sometimes 
called "Lost Wages," and that people understand they can go in, in 
a $20,000 car and come out in a $200,000 bus, but people who day- 
trade are not necessarily aware of those kind of risks. 

The recent tragedy in Atlanta showed us just how stressful day 
trading can really become. Traders without the proper experience 
or training are at the greatest risk of losing their entire portfolios. 

I do not think most people who day-trade are aware of that. 

I believe I do echo the sentiments of my colleagues on this Sub- 
committee when I state that there is an obvious need, as stated by 
our Chairman and our Ranking Minority Member, and I state that 
there is a great need to take a closer look at this issue. 

Specifically, I am concerned with an apparent abuse of existing 
regulations by many day-trading firms, as highlighted in the North 
American Securities Administrators Association Day Trading Re- 
port. 

My Administrative Assistant now, who was the assistant admin- 
istrator for securities in Georgia, is a former head of the North 
American Securities Administrators Association. 

So I am optimistic that in addition to shedding light on the prob- 
lems associated with this segment of the securities industry, this 
hearing will act as a catalyst for increased cooperation between 
representatives of the trading firms, regulators, and investors. 
Such cooperation, I think, is essential to ensuring the continued vi- 
ability of this practice, while also protecting the interest of the 
American people. 

We used to say in our office in Atlanta, and in Georgia, to our 
investing public, if it sounds too good to be true, it probably is too 
good to be true, and that caution should certainly be applied to day 
trading. 

Madam Chairman, I am glad to be with you today and look for- 
ward to our panelists. 

Senator Collins. Thank you very much. Senator. 

I am pleased to welcome our first witness this morning, the Hon. 
Arthur Levitt, the Chairman of the Securities and Exchange Com- 
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mission. Chairman Levitt is now in his second term at the SEC, 
and he is the longest-serving SEC Chairman in history. 

I also want to add as a comment that I think of all the SEC 
Chairmen in history that there is no one who has been more dedi- 
cated to educating the small investor than Chairman Levitt, and 
I commend him for the emphasis that he has placed on that impor- 
tant duty. 

We were here previously in this Subcommittee and heard testi- 
mony from Chairman Levitt on the persistent problem of fraud in 
the micro-cap markets. We benefited tremendously from his testi- 
mony then, and we look forward to hearing his views on day trad- 
ing as well. 

I would note that the SEC has just announced today that they 
will be posting an investor alert on day trading on their Web page. 

I think that is an excellent example of the Chairman's commitment 
to investor protection, and I look forward to hearing his testimony. 

Pursuant to Rule 6 of the Subcommittee, all witnesses who tes- 
tify are required to be sworn in. So, at this time, I would ask 
Chairman Levitt to stand and raise his right hand. 

Do you swear that the testimony you are about to give to the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Levitt. I do. 

Senator Collins. Thank you. 

Please proceed. We would ask that you attempt to limit your for- 
mal testimony to 10 minutes to allow time for questions. 

TESTIMONY OF HON. ARTHUR LEVITT, J R.,i CHAIRMAN, U.S. 

SECURITIES AND EXCHANGE COMMISSION; ACCOMPANIED 

BY ROBERT L.D. COLBY, DEPUTY DIRECTOR, MARKET REGU- 
LATION, U.S. SECURITIES AND EXCHANGE COMMISSION 

Mr. Levitt. Chairman Collins, Senator Levin, Senator Cleland, 
and Members of the Subcommittee, thank you for the opportunity 
to be here this morning to discuss day trading and its impact on 
our Nation's securities markets. 

This hearing could not be more timely. It seems almost every day 
we hear one story or another about day trading. As we speak, the 
Commission is conducting examinations of day-trading firms. I will 
have more to say about this in a moment, but let me begin by stat- 
ing the obvious. 

Technological developments are revolutionizing our capital mar- 
kets from how people invest to how brokers do business to how our 
markets function. Today's individual investor, for example, has 
ready, instant access to market data, and in some cases markets, 
that up until a few years ago was available only to securities pro- 
fessionals. 

One of the byproducts of this revolution has been the emergence 
of the day trader. Through the use of sophisticated computer soft- 
ware, day traders sit in front of computer screens and look for 
nothing more than real-time price movements. 

What it is that they are buying or selling is of absolutely no con- 
cern to them. The coin of the realm for the day trader does not ex- 


iThe prepared statement of M r. Levitt appears in the Appendix on page 55. 
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tend beyond volatility. If you sense a stock will rise, buy. And if 
you sense that it might fall, sell. That is the strategy of day trad- 
ing. It is not illegal, it probably is not unethical, but it is highly 
risky. 

I n recent months, I have been asked more than once why the 
SEC cares whether a day trader loses his or her money. It is their 
life, and it is their choice, but I do not think that is the issue. 

I am concerned that many day traders do not fully understand 
the level of risk that they are assuming. I am concerned that many 
people may be lured into the false belief that day trading is a sure- 
fire strategy to make them rich, and, when individuals are swayed 
by misleading advertising, the Commission has a duty to act. 

That is why I believe we should be focusing on the advertising 
and marketing practices of a number of day-trading firms. It is in 
this area that I believe that the Commission's partnership with the 
States and State regulators is absolutely crucial. A number of 
States have been leaders in addressing this issue not just as a mat- 
ter of securities law, but more importantly, as a matter of con- 
sumer protection. 

The NASD also has proposed rules that are designed to address 
the sales practices of day-trading firms. This proposal will require 
these firms to disclose up-front risks associated with this activity 
and to screen potential day traders to determine suitability. Elimi- 
nating deceptive marketing and advertising practices is a large 
part of the solution. Another is how day-trading firms comply with 
the law. 

The Commission is in the process of completing an examination 
sweep of day-trading firms. Our preliminary findings indicate that 
many of these firms have extremely lax compliance practices. The 
inability of some firms to monitor their adherence to the capital, 
margin, and short-sale rules or to maintain adequate books and 
records, raises very serious concerns. These rules, in many ways, 
go right to the heart of the integrity of our markets and market 
partici pants. 

The Commission intends to vigorously pursue any violations of 
law and has a number of enforcement investigations underway. 
The use of margin in particular raises a number of issues. 

We found that many day traders do not fully appreciate that, by 
borrowing to buy securities, they can actually lose substantially 
more than their initial investments. So when day-trading firms ag- 
gressively promote the lending of equity between day traders to 
cover margin deficiencies, I find it very troubling. We are reviewing 
the practice to ensure that firms are following the law and are fully 
disclosing to customers the risks of day trading on margin. 

The SEC can regulate, and the Congress can probably legislate 
if they wish, but if an individual does not take the personal respon- 
sibility to be informed of the risks involved in day trading, I believe 
that no rule or law will ever fully protect him or her. 

I do not minimize, in any way, the responsibility of the firm to 
fully disclose the risks involved, but day traders really need to take 
the time to consider what they are getting themselves into. 

I commit to you that the SEC will do everything it can to ensure 
that day-trading firms are operating within the boundaries of the 
law, but I sincerely hope that individuals considering this type of 
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strategy do their homework before risking their hard-earned 
money. Thank you. 

Senator Collins. Thank you very much, Chairman Levitt. 

Day trading has reaiiy arisen out of a booming stock market and 
an unprecedented access to technoiogy. On some days, it is the 
dark side of the booming stock market. 

However, the boom is not going to go on forever. What is going 
to happen if stock prices piunge to peopie who have given up their 
careers and are day-trading fuii time when we know ai ready, on 
the basis of some preiiminary studies, that the profitabiiity is very 
questionabie in a booming stock market? 

Mr. Levitt. J ust from my own experience and in our markets, 
having iived through more cycies than most present investors have 
ever experienced, i wouid say that my expectation wouid be that 
many day traders wiii be compieteiy wiped out, and most, the vast 
majority of day traders, wiii endure punishing iosses. But the dis- 
ci pi ine of the marketpiace wiii do more to dis-abuse investors of the 
notion of easy profits by day trading than aimost anything eise we 
can do. 

Senator Collins. The day-trading industry has been very criticai 
of a report that was issued by the State reguiators association, 
NASAA, and has criticized it as focusing on one branch office that 
was badiy run of one day-trading firm. However, we now have con- 
siderabiy more data to iook at as a resuit of the examinations that 
NASDR and the SEC have conducted, which i understand you have 
some preiiminary resuits from. 

it is my understanding that together you have examined around 
67 day-trading firms. Couid you share with us what the preiimi- 
nary resuits of your examinations have been and whether the find- 
ings from those examinations have supported the conciusions of the 
NASAA report or not? 

Mr. Levitt, i think that the NASAA effort is absoiuteiy criticai 
to anything that we hope to accompiish in terms of eiiminating 
some of the reaiiy bad practices of day trading. 

Our joint investigation and examination done with the NASDR 
resuited in approximateiy 10 referrais to the Enforcement Division 
for scrutiny, i find that worrisome. That is a very high percentage 
of referrais, and deariy, there is a probiem. 

Senator Collins. Can you give us some further idea of the types 
of probiems that your investigators found? 

Mr. Levitt. Some of the probiems invoived the use of margin. 
Some invoive i ending deficiencies, short saie vioiations. There were 
some net capitai vioiations, inciuding both incorrect computations 
and net capitai deficiencies. We observed a number of advertising 
vioiations, inciuding faiiures to obtain NASD approvai of adver- 
tising and potentiaiiy the kind of misieading advertising that you 
have cited before. 

We noted supervision deficiencies, inciuding instances where 
there were no written procedures and deficient supervision with re- 
spect to iending, review of branch offices and short saie activity. 
We aiso found books and records vioiations where firms were sim- 
piy sioppy in basic procedures. These were the areas that came to 
light during these recent examinations. 
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Senator Collins. Would it be fair to say, then, that many of the 
problems uncovered by your examiners were similar to those that 
were found by the State regulators? 

Mr. Levitt. I think there clearly was some overlap, yes. 

Senator Collins. I would like to turn to the issue of appropriate- 
ness or suitability. When a broker in a traditional brokerage house 
recommends a stock, the broker has to determine its suitability for 
the investor and does a review of the investor's investment objec- 
tives, financial status. Those kinds of issues are carefully reviewed. 

By contrast, it is my understanding that day-trading firms cur- 
rently do not do any sort of suitability review. Is that correct? 

Mr. Levitt. I am not aware of any suitability reviews that are 
being engaged in by day-trading firms. I can recall, again, in my 
days as a stockbroker, when a client came in who was overly ag- 
gressive, we were very concerned about the appropriateness of 
their embarking on that kind of activity. 

We have asked the NASD to take a look at this issue because 
I think— I certainly feel that there is a responsibility on the part 
of any firm to see to it that individuals who clearly are not in a 
position to engage in that kind of activity, to take that kind of 
risk— an individual, for instance, a retired person, who depended 
for his or her very survival on a return from their investments— 
are not allowed to day trade. That, I would regard as absolutely ir- 
responsible. The NASD is examining this, and I believe they will 
have some very specific recommendations in that regard. 

Senator Collins. I would like to follow up on that point by show- 
ing you an exhibit that suggests to me that some day-trading firms 
may actually be targeting people who are not suitable for day trad- 
ing, who are unsophisticated investors, or who simply would be 
taking risks that they cannot afford to take. 

This particular exhibit is a marketing pitch by All-Tech, and I 
think it illustrates my concern. This was on All-Tech's Web site as 
of J uly 26 of this year, and in case it is difficult to read, I am just 
going to read through it. It says, "Electronic day trading attracts 
people dead-ended or unhappy in their current field of endeavor 
and people with a desire to make trading their life's work."i 

This is the part that concerns me: "Electronic day trading ap- 
peals to executives, victims of downsizing or layoffs, retirees, grad- 
uating students, and anyone who recognizes the unlimited earning 
potential and quality of life which day trading may achieve." 

Is day trading generally appropriate for someone who has been 
laid off from his job or has just graduated from college? 

Mr. Levitt. Absolutely not. 

Senator Collins. So would this be the kind of advertising pitch 
that would concern the SEC or— I realize the NASDR has been del- 
egated the authority to review such matters. 

Mr. Levitt. Without regard to the Nation's securities laws, just 
as a private citizen, I find that kind of advertising absolutely ap- 
palling. It is a plea to the worst instincts of people who might oth- 
erwise be spending their time in casinos rather than in engaging 
in that practice. I think it is very, very bad. 


iSee Exhibit No. 4 on page 218 in the Appendix. 
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What the NASD is considering is requiring day-trading firms to 
determine whether day trading is appropriate for particular cus- 
tomers. 

Senator Collins. And it is my understanding those proposed 
rules are now before the SEC or have just been submitted to the 
SEC for review. Is that correct? 

Mr. Levitt. We have published them for comment. 

Senator Collins. So they are now in the public comment phase? 

Mr. Levitt. Yes. 

Senator Collins. Unfortunately, we have a vote that has just 
begun. I am going to yield to Senator Levin for questions and go 
vote, and we will hope to keep the hearing going between us. 
Thank you. 

Senator Levin [presiding]. Thank you. 

While Senator Collins' chart is up there, the unlimited earnings 
potential, do you have any comment about unlimited earnings po- 
tential? 

Mr. Levitt. Unlimited loss potential would be more appropriate. 
[Laughter.] 

Senator Levin. I would like to put up another picture from a 
Web site of a company called TCI You have a provision in the Se- 
curities Act and a rule which prohibits deceptive practices, includ- 
ing material misstatements and omissions. 

This firm, I do not think actually is a broker. This firm is a 
trainer of day traders. It allures people with these promises here 
of what day trading can do for them. 

It says their potential earnings, 6 to 7 figure income per year, 
and then later down on the screen, it says no experience, no sell- 
ing, no boss, no employees, no inventory, no traveling, no invoice 
collection. All you need is a computer and a small amount of start- 
up capital. That is all that you need. 

Now, would you agree that is a misleading advertisement? 

Mr. Levitt. Yes. 

Senator Levin. The Massachusetts Attorney General got a cease- 
and-desist order against TCI for that statement. We then went to 
the TCI 's Web site in preparation for this hearing to see what they 
are saying now, and here is what we found. This is as of yesterday. 
This is after a cease-and-desist order against them. 'The absolute 
best and most mechanical trading system that we know of in the 
financial market with a profit-to-loss ratio of 12 to 1 and an aver- 
age return better than 18 percent per trade before slippages." 

Do you believe that day trading will produce a profit-to-loss ratio 
of 12 to 1? 

Mr. Levitt. I think that claim is ridiculous. 

Senator Levin. Now, this firm trains people, allegedly. I do not 
know if that is the word I would pick, but, nonetheless, shows peo- 
ple how to day-trade, and, yet, I do not know that it is subject to 
SEC enforcement. It is, I think, to State enforcement, but because 
they do not do the actual trading for the person, but train the per- 
son, I think we have to find a way in our law nationally, federally, 
to get at that kind of misrepresentation. 


iSee Exhibit No. 3 on page 216 in the Appendix. 



12 


I am wondering whether or not there is anything you are consid- 
ering which would get to this situation where TCI is not engaged 
in the actual brokerage operation, but is misleading and using de- 
ceptive advertising in order to try to lure people into buying their 
course. Is there anything you are considering which would get at 
this? 

Mr. Levitt. As you have noted, because TCI is not a broker, not 
registered with the SEC, we would have to prove that the ad is 
fraudulent in connection with a securities transaction. We would 
certainly examine that connection with this or any other adver- 
tising that really goes beyond the pale as this one does. 

Senator Levin. You have to show that there is fraud in relation 
to a specific transaction. 

Mr. Levitt. Yes. 

Senator Levin. But if there is fraud in relation to a process of 
trading, then the current law at least would not seem to cover that. 
Is that correct? 

Mr. Levitt. I believe so. 

Senator Levin. And that is one of the issues that we need to face 
because these are not specific transactions that are being promoted. 

Mr. Levitt. It is a process. 

Senator Levin. It is a process which is being promoted, and that, 
it seems to me, is one of the big issues we should address, to get 
at that problem that we are now dealing with a process which is 
being held out too often as a process of big returns, and where 
there are deceptive representations about that process. We have 
got to find a way to get at the representation, even though it does 
not relate to a specific stock transaction. Would you agree that 
would be a 

Mr. Levitt. Yes. 

Senator Levin. OK. Now, on the issue of margin— well, no. Let 
me go back to the suitability requirement because this relates to 
this same process question that we were just talking about. 

Is the current suitability requirement that a broker determine 
whether an investment is suitable for a customer— is that what the 
suitability requirement is in general? 

Mr. Levitt. Yes. 

Senator Levin. All right. Would that requirement then apply to 
whether a process is suitable for a customer or only whether a spe- 
cific transaction is suitable for a customer? 

Mr. Levitt. I believe that the process would be covered by suit- 
ability requirements. In other words, again, a broker or a firm that 
took an elderly widow with limited resources and allowed that per- 
son to engage in a strategy such as this would run afoul of 

Senator Levin. Of the current suitability rule. 

Mr. Levitt. Yes. 

Senator Levin. All right. Now, who makes the determination on 
suitability? Is it the broker, or is it the customer? 

Mr. Levitt. I think it is the broker that has the responsibility. 

Senator Levin. That responsibility falls on the broker to make. 

Mr. Levitt. Yes. 

Senator Levin. OK. Now, on the margin issue, I do not know 
that there has been a survey of this, but do you believe that the 
average new day trader understands that he or she would be sub- 
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ject to a margin call if that day trader buys too much stock on mar- 
gin during a day even if at the end of the day the day trader no 
longer holds that stock and even if the day trader did not lose 
money on that stock transaction, indeed maybe made a profit? 
Would the average new day trader realize that the margin rules 
apply to a position at a moment in time during the day? 

Mr. Levitt. My guess, again, based on my own experience han- 
dling retail customers, is that the typical customer does not under- 
stand and is often surprised by that. 

I have also been corrected. Senator, in response to an earlier 
question which I would like to call to your attention. That is, that 
today's rule requires a broker to make sure the recommendation of 
a security is suitable for the investor, but the NASD is expanding 
that requirement now to include the recommendations of a strat- 
egy. So the rule today deals with the security. The rule, as will be 
expanded if this proposal is approved by the Commission, would in- 
clude strategies. 

Senator Levin. All right. I think that is a very important change. 

I was not sure, but that was my understanding, too. So I am glad 
that you have clarified that point because that is a critical issue. 
That is now under consideration? 

Mr. Levitt. Yes. That has been put out for public comment. 

Senator Levin. Now, going back to margin, assume a situation 
where someone who has a $50,000 equity capital investment is al- 
lowed to buy $100,000 with that $50,000, so there is a margin of 
$50,000 using somebody else's money. They are in and out in a day. 
Assume that there is no loss on the transaction, but at some mo- 
ment in time during that day, the person had a purchase of 
$120,000, more than was allow^, even for an hour. What does the 
margin rule provide in that situation? $50,000 in the account in 
cash. At a moment in time, they were— $120,000 purchase, more 
than is allowed by the rules, no loss at the end of the day because 
it was sold, let's say, for as much as it was purchased for, plus com- 
missions or whatever. What, then, is supposed to be the result? 

Mr. Levitt. That is a violation of the margin rules. 

This is Bob Colby who is the head of our division of Market Reg- 
ulation. I would like him to respond to that, if I may. 

Mr. Colby. The New York Stock Exchange margin rules, which 
apply to this trading for day traders, require them to take margin 
on the largest position, short or long, outstanding at any point dur- 
ing the day, even if the trading is flat at the end of the day. 

Senator Levin. What is the effect of that violation that I just out- 
lined, if it was clear? Was I talking your language? 

Mr. Colby. Yes, but I did not get the numbers perfectly. 

Senator Levin. Well, they had $120,000 position, I think you call 
it. 

Mr. Colby. Yes. 

Senator Levin. So they only had $50,000, let's say, in the bank. 
They are only allowed $100,000 under my hypothetical, but they 
were $120,000. 

Mr. Levitt. They are in violation. 

Senator Levin. Right, there is a violation, but what is the prac- 
tical effect? Are they then required to increase their account to 
$60,000? What happens? 
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Mr. Colby. They are required to put into the account enough 
margin to cover their largest position. 

Senator Levin. But it is done. 

Mr. Levitt. During the day, they should be asked for additional 
funds. 

Senator Levin. As a practical matter, does that happen where 
broker firms dealing with day traders will ask people for funds for 
an hour or 20 minutes? 

Mr. Levitt. It happens in our markets. It happens in the com- 
modity markets all the time. 

Senator Levin. Where people are actually asked right then, write 
out a check, give me cash? 

M r. Colby. They are asked at the end of the day. 

Senator Levin. Not at the end of the day. The end of the day, 
there 

Mr. Colby. They are asked at the end of the day, which means 
that they have to have the capability to come up with the funds 
at the end of the day to cover that large position. 

Senator Levin. And if they do not? 

Mr. Colby. If they do not, then the firm is in violation, and they 
have to close the customer account down. 

Senator Levin. So the customer must at the end of the day come 
up with the $60,000, the extra $10,000? 

Mr. Colby. Margin to cover its largest position open during the 
day. 

Senator Levin. And if that customer does not have that $10,000, 
under my hypothetical, at the end of the day, put in that account, 
the account must be closed? 

Mr. Colby. That is right. 

Senator Levin. OK. I am going to have to put us in recess just 
for a few minutes to go vote. 

I note that Senator Cleland wanted to ask you some questions, 
and I know that the Chairman is going to be back for some addi- 
tional questions. So if we could just ask you to stay there. 

Mr. Colby. Senator, I spoke too concisely on that. They are re- 
quired to come up with it at the end of the day. They are required 
to have that amount, but they do not have to get it in for 7 days. 

Senator Levin. And if they do not get it in for 7 days 

Mr. Colby. If they do not get it in 7 days, that is when the ac- 
count is closed. 

Senator Levin. The account must be closed. The word "closed" is 
the word I am emphasizing. 

Mr. Colby. I believe it actually has to be frozen. 

Senator Levin. At what level? Frozen so you cannot act on it? 

Mr. Colby. Yes, but I— could we supplement this? 

Senator Levin. I have got to run. Can you figure out what the 
right answer is?^ 

Mr. Colby. Yes. [Laughter.] 

Senator Levin. Because I think there may not be any effective 
penalty, and if there is no effective penalty, because there was no 
loss, then it seems to me we have got a problem we also ought to 
address as well, but let me run and come back. 


iSee Exhibit No. 6 on page 221 in the Appendix. 
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We will stand in recess. 

[Recess.] 

Senator Cleland [presiding]. The Subcommittee will come to 
order. 

May I just say that this is a scary moment in American history 
with me in charge. [Laughter.] 

I am on the Armed Services Committee also, and at one moment 
of distress, everyone was gone and I was the last person sitting. I 
had decided that instead of declaring war, we would just adjourn 
for lunch. So that might be our best course today. 

Chairman Levitt, you have decided to have a wonderful staff per- 
son join you at the table. I do not know whether I should swear 
in the gentleman there. We will assume— I will make a command 
decision. I will assume that you both will be truthful, as a good 
staff person always is. 

Chairman Levitt, would you just give us a little bit of insight 
here on day trading? I thought I knew a little bit about securities, 
again having been a securities regulator at the State level for a 
dozen years, up until about 1996. I thought I knew the business 
fairly well, though not the technicalities of it. As I mentioned to 
Wayne Howell, my current administrative assistant, who was my 
assistant administrator. Assistant Secretary of State for Securities 
Regulation in Georgia, day trading seems to me a relatively new 
phenomenon. 

Is it a part of this whole world of e-commerce that we have 
learned is revolutionizing our society, and that enables, shall we 
say, a consumer, in this case an investor, to directly access a com- 
modity, cars, books, in this case, stocks, and, therefore, bring to the 
table in effect their own needs or whatever without going through 
a whole series of professional standards, laws, r^ulatory environ- 
ments that have been set up since 1934, say since the SEC was 
created? Do you see this day trading as risky business, in effect 
part of e-commerce, bypassing the normal r^ulatory environment 
that was set up for people accessing the securities industry? 

Mr. Levitt. I think we have always had day traders in the secu- 
rities industry. We have always had people who were prepared to 
take extraordinary and, in some cases, foolish risks to make a 
quick dollar. Clearly, a market such as we have experienced tends 
to bring the more aggressive, less careful practices on the part of 
individuals. We see more bad thinking and bad decisions than you 
do during other kinds of markets. 

We have also seen the technology changes that you have referred 
to making it possible for traders to do what they never could have 
done in the past because, with a few strokes of a key, they can buy 
or sell hundreds of thousands of dollars worth of securities. 

I think what that implies is kind of an emotional linkage there. 
Our literature and our television and movies have stressed the 
machismo of the trader, and individuals sitting behind their com- 
puter terminal begin to think that, well, they are as strong and 
smart and willing to take risks as that revered professional trader. 
What they do not know is that they lack the resources; they lack 
the experience, and, perhaps most importantly, they lack the emo- 
tions of a professional. 
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I think I mentioned before, that of the 30 examinations we have 
completed of day-trading firms, a third of them have resulted in en- 
forcement recommendations. That is a significant number, and 
that, I think, substantiates your observations. 

Senator Cl eland. I do not want to beat that point too much to 
death, but I guess I am hypersensitive to the question of, shall we 
say, the psychological mood of those who are attracted to get-rich- 
quick schemes just in general. 

Senator Collins [presiding]. I am glad you did. 

Senator Cleland. I am in the middle of a question. Would you 
like for me to continue my question? 

Senator Collins. I would I ike you to continue. Thank you. 

Senator Cleland. It has to do with one of your charts. 

Senator Collins. OK. 

Senator Cleland. If we could put that first chart back up.^ 

Chairman Levitt, again, I do not want to beat this to death, but 
having lived through the Atlanta tragedy where a guy named Mark 
Barton took a number of lives and went down with his ship and 
ultimately took his own life, all in the space of a few days, I guess 
I came onto several words here. It just jumped out at me. It at- 
tracts people who are dead end, unhappy in their current field, vic- 
tim, layoffs, then, on the other side, the flip side, the real get-rich- 
quick part of it, the unlimited earnings potential. In other words, 
on the one side, you have that kind of psychological profile— but on 
the other side is gold. 

Now, quickly— and that, as it has come to be discovered, was ba- 
sically Mark Barton's psychological profile, dead end, unhappy in 
the current field, a victim, and all of a sudden day trading became 
his way out, but it was his way down, and he took his family and 
his associates— he went right back to the scene of his day trading 
and started pulling the trigger. And as I recall— maybe I am incor- 
rect, but as I recall, before he pulled the trigger with one of his fel- 
low associates, he said, "I hope this does not spoil your day." 

I mean, it seems to me that in this world of securities, there al- 
ways has been that side of the securities industry that attracted 
those who wanted to get rich quick and those things at the margin, 
the boiler rooms that prey on the elderly with the nonexistent gas 
stocks and oil stocks and so forth and gold mines, on the phone, 
the penny stock ripoffs, that maybe this is in that genre. 

I wonder, from your point of view, do you think it is the role of 
Congress to require day-trading firms to live under the same aus- 
pices and under the same laws and regulations as, say, Merrill 
Lynch? 

Mr. Levitt. I do not think so. Senator. 

I think that the proposal now out there from the NASD to ad- 
dress the issue of suitability really goes a long way toward doing 
that job. 

I think hearings of this kind are terribly important in terms of 
alerting the public to the fact that day trading is not the kind of 
business that this ad would suggest. 

The tragedy in Atlanta was one involving an aberrational person- 
ality that could have occurred with someone who had been to the 


iSee Exhibit No. 4 on page 218 in the Appendix. 



17 


racetrack or casinos too often and taken out his frustrations in a 
similar way in a different venue. 

So I think that the important job that all of us have is to call 
public attention to the fact that investors simply have to be careful; 
that as far as I am concerned, it is a casino mentality that brings 
people to day trading, and that the overwhelming numbers of peo- 
ple practicing day trading will lose their money, and it is not easy 
money. It has always led investors to a very sorry ending. I do not 
think legislation could be sufficiently pointea to go to the emotional 
depths of individuals who have a predilection toward making the 
easy dollar. 

Senator Cleland. I agree that Congress cannot be everyone's 
personal psychologist, but the attitude that it is their life and their 
choice— I guess in my State the total laissez-faire attitude resulted 
in a loss of life and a loss of choices for a number of people, and 
somewhere in between, I think we have to find a reasonable solu- 
tion. 

Mr. Levitt. I agree. Senator. I do not have a laissez-faire atti- 
tude about this, and I think the process that is being played out 
today is critically important. 

Senator Cleland. You are so kind to comment and state with 
such a strong and firm conviction your warning to American inves- 
tors as you have done so beautifully. 

Madam Chairman, I turn the hearing back to you. 

Senator Collins. Thank you very much. Senator Cleland. 

Chairman Levitt, I just have two final questions for you before 
we move on to our next panel of witnesses. 

First, I want to give you the opportunity to respond to criticisms 
of the SEC'S efforts to crack down on some troubling marketing 
and other practices of day-trading firms by giving you an oppor- 
tunity to respond to Saul Cohen's previous comments about the 
SEC'S efforts. We will be hearing from Mr. Cohen later today. 

In his written testimony today, he was very critical of the 
NASAA study, but in previous writings, Mr. Cohen wrote an article 
called 'The Empires Strike Back, Part Two," in which he also 
sharply attacks the SEC for its efforts to oversee the day-trading 
industry and to correct abuses. 

Specifically, he labels the SEC's policy regarding day trading as 
"a war" and accuses the SEC of resorting to intimidating examina- 
tion tactics and of "coming down with hobnailed boots on day-trad- 
ing firms." 

I want to give you the opportunity to address those very pointed 
criticisms. 

Mr. Levitt. The SEC historically has dealt with a number of con- 
stituencies that make up our great American capital markets, and 
it has been the position of this Commission and I expect our prede- 
cessor Commissions, that no constituency is more important than 
the individual investor. 

At this point in time in the history of our country's markets, with 
more investors involved in equities today than ever before, it is es- 
sential that the SEC serve to protect investors and place their in- 
terests above those of firms, brokers, or anyone else in the system. 

Part of the process is the collaboration of the commission with 
the NASD and other self-regulatory organizations and State regu- 
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lators. I believe that the combined efforts of the SRO's, the States, 
and the SEC with a commitment to protecting investors in the 
midst of a rapidly proliferating interest in gambling practices such 
as day trading, has been a balanced effort and an important effort. 
This effort, as part of our process, is exposed to public comment, 
protects the interests of investors, is fair, and, I believe, is reason- 
able and balanced. 

Senator Collins. Well, I want to go on record as commending 
the SEC for its examination and consumer protecting efforts, as 
well as the other regulatory bodies involved. 

The comments of a prominent representative of the Electronic 
Traders Association being so harsh towards the regulators raises 
real questions in my mind about their willingness to correct the 
problems that you have identified, and it is something that we are 
going to continue to watch closely. 

I have just one final question for you, and that is the question 
that I raised at the very beginning of this hearing, and that is, 
based on your observations to date, do you believe that day trading 
is having an impact on the market in terms of increasing volatility 
or perhaps in a positive sense increasing liquidity, or do you think 
the volume is too small to have an impact? 

Mr. Levitt. As best I can tell, the volume of day trading prob- 
ably amounts to not more than 5 percent of total volume in our 
markets. I think an argument can be made that it does represent 
some modest increase in liquidity. I do not think it has had a sig- 
nificant impact on volatility in our markets, and I do not intend to 
sound a note of doom with respect to electronics. I think electronics 
and technological changes in our markets have been exciting and 
important, critically important developments as our markets move 
ahead. I am very supportive of technology as being the best, and 
perhaps only, way that this Nation's markets can compete in in- 
creasingly globalized markets. It is where we target individuals 
who are inappropriate for certain techniques such as day trading 
that I take exception. The appropriate response to that, I believe, 
is hearings such as this, as well as the kinds of alerts and warn- 
ings that all of us can convey to see to it that we eliminate bad 
practices and clamp down hard on fraud. 

Senator Collins. Thank you very much. Chairman Levitt. I 
want to thank the SEC for its efforts and 

Senator Cleland. Madam Chairman. 

Senator Collins. Yes. 

Senator Cleland. I would just like to associate myself with your 
remarks particularly commending the Chairman with his strong 
consumer protection and investor protection role that he plays in 
our government. 

Thank you very much. Chairman Levitt. 

Mr. Levitt. Thank you. 

Madam Chairman, Senator Levin, before he left, asked a number 
of questions about margins which I would like to supplement our 
testimony with. Within the next several days, we will send follow- 
up responses to those questions.^ 


iSee Exhibit No. 6 on page 221 in the Appendix. 
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Senator Collins. That would be very helpful. I, too, am very in- 
terested in the whole issue of the margin issues and the borrowing 
and the increased lending among customers. So I look forward to 
getting your replies. 

In addition, your full testimony and any additional information 
will be included in the hearing record. ^ 

Again, thank you very much for your assistance. 

Mr. Levitt. Thank you. 

Senator Collins. I would now like to welcome our next panel of 
witnesses this morning. 

Mary L. Schapiro is the President of NASD R^ulation, and 
Peter Hildreth is the President of the North American Securities 
Administrators Association, known as NASAA. 

As the President of the NASDR, Ms. Schapiro is responsible for 
regulating member brokerage firms, individual registered rep- 
resentatives, and overseeing the NASDAQ Stock Market. 

We look forward to hearing about her organization's recent ex- 
aminations of day-trading firms, as well as NASDR's recent pro- 
posed rules to strengthen disclosure and suitability or appropriate- 
ness determinations for day trading. 

Mr. Hildreth testified before the Subcommittee earlier this year 
on securities fraud on the I nternet and was extremely helpful to us 
in that investigation as well. 

In addition to serving as President of NASAA, he is Chief of the 
New Hampshire State Securities Commission. He is accompanied 
by David E. Shellenberger, who is the Chief of Licensing of the 
Massachusetts Securities Division. Mr. Shellenberger took a lead 
role in preparing NASAA 's report on day trading. 

As I have explained earlier, all witnesses are required to be 
sworn. So I would ask that you stand and raise your right hand. 

Do you swear the testimony you are about to give to the Sub- 
committee will be the truth, the whole truth, and nothing but the 
truth, so help you, God? 

Senator Collins. Ms. Schapiro, I am going to ask you to begin, 
please. 

TESTIMONY OF MARY L. SCHAPIRO,^ PRESIDENT, NASD 
REGULATION, INC., WASHINGTON, DC. 

Ms. Schapiro. Thank you very much. Madam Chairman. Good 
morning. Senator Cleland. 

I appreciate very much the opportunity to testify on behalf of 
NASD Regulation, Inc, and I also want to commend the Sub- 
committee for conducting these hearings which can only serve to 
further the education of investors about these important issues. 

NASD Regulation is the world's largest securities self-regulatory 
organization. It has responsibility for the oversight and surveil- 
lance of the NASDAQ Stock Market but, more importantly for 
these hearings today, we are also responsible for regulation, licens- 
ing, testing and examination for and enforcing compliance with our 
rules and the securities laws for our 5,600 broker-dealer members. 


iSee Exhibit No. 7 on page 225 in the Appendix. 

^The prepared statement of Ms. Schapiro appears in the Appendix on page 79. 
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I would like to preface my comments today by emphasizing that 
day trading is a legal trading strategy and to the extent it is con- 
ducted in accord with regulatory requirements, by individuals who 
are capable of understanding and assuming the risks involved, we 
neither encourage nor discourage it. However, with that said, we 
see day trading as a highly risky form of trading that deserves the 
closest scrutiny of regulators. 

Thus far, NASDR has taken a three-pronged approach to ad- 
dressing the investor protection concerns that arise from day trad- 
ing. First, we have been disseminating information and advisories 
to our members, reminding them of their many obligations under 
existing rules, and these advisories are fully outlined in my written 
statement. We have also been emphasizing to investors the risks 
involved with day trading. 

Second, we have enhanced our examination and enforcement pro- 
grams and, third, we have proposed new rules in this area and are 
exploring additional rulemaking initiatives. 

With respect to examination and enforcement activities, we have 
been engaged in a cooperative day trading examination initiative 
with the SEC, as you have heard from Chairman Levitt. As part 
of that effort, NASDR examined 22 day-trading firms that varied 
significantly in size and makeup. Fifty-five NASDR examiners re- 
ceived special training in the intricacies of day trading. 

During these specialized exams several potential problem areas 
surfaced. In the area of advertising, for example, we found sales 
materials and advertisements that range from assertions of imme- 
diate execution to statements of profits that can be generated from 
day trading. 

One practice under review is the dissemination through public 
statements or Web sites, training materials and public statements 
of what may be materially misleading information regarding the 
success rate of customers. Our staff is investigating whether the 
firms' claims of customer success rates can be substantiated as our 
rules require. 

In addition to our ongoing investigations, we have already filed 
one formal disciplinary action against Lakeside Trading. That com- 
plaint alleges, in the advertising area, misleading statements that 
imply direct access to the markets by their day-trading customers 
and the failure to disclose material risks associated with the trad- 
ing. 

Our examinations also surfaced Regulation T and margin lending 
and disclosure practices that are of great concern to us, particularly 
when we find firms facilitating and even encouraging loans from 
one customer to another customer, loans from a principal of a firm 
to a customer, and loans arranged by the firm from third parties 
to customers. Absent these infusions of capital, many of the recipi- 
ents of the loans would be unable to continue to trade. 

Another area of concern relates to registration issues. Our exams 
identified individuals engaged in day trading for firms' proprietary 
account who are not qualified and registered. One disciplinary ac- 
tion has been filed and concluded in that area in which we fined 
a day-trading firm $25,000 for failure to properly qualify and reg- 
ister 14 people. 
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Problematic short-selling practices at some day-trading firms 
have also been identified, including short-sales that are not prop- 
erly marked, and where no affirmative determination has been 
made that the shares can, in fact, be delivered to the buyer. We 
have seen potential violations of our rules prohibiting customer 
short-sales on what is commonly known as a "down-tick." 

Supervision deficiencies were also identified during our examina- 
tions. Our rules require that a firm establish and maintain a su- 
pervisory system that allows them to carefully supervise the activi- 
ties of each associated person. We found that at some day-trading 
firms, written supervisory procedures did not adequately address 
many aspects of their core business including lending practices, ad- 
vertising and marketing, and short-selling. 

We are currently reviewing the results of our examinations and 
completing investigations growing out of them. To the extent that 
these investigations indicate that violations of our rules or the Fed- 
eral securities laws have taken place, further enforcement actions 
will be instituted. 

In addition to our examination and enforcement activities, we 
have been working on several rulemaking initiatives to address the 
investor protection concerns associated with day trading that we 
believe are not adequately addressed under existing rules. 

As you heard earlier, in April of this year we solicited comment 
on and in August filed with the SEC, proposed rules that would re- 
quire firms that promote day-trading strategies to first determine 
the appropriateness of day trading for each customer. And, second, 
to disclose to customers the risk that are associated with day trad- 
ing. 

In order for a firm to approve an account for day trading, the 
firm would be required to have reasonable grounds for believing 
that a day-trading strategy is appropriate. To do so, they must ob- 
tain and keep information about the customer such as their finan- 
cial situation, their tax status, their prior investment and trading 
experience and their investment objectives. 

The proposed rules also require that a firm that promotes day 
trading deliver a specialized risk disclosure statement to a cus- 
tomer prior to opening an account, informing investors that day 
trading can be extremely risky, that investors should be prepared 
to lose all of their funds usecf for day trading and that they may 
lose funds beyond their initial investment. 

In addition to this proposed rule, we are looking very closely at 
whether changes to existing rules regarding margin and lending 
practices are necessary. We have solicited comment on some of 
these issues. 

Concerns that we have identified include what levels of margin 
are appropriate for these types of activities, whether the timing of 
the margin deposit requirements should be changed, and whether 
minimum initial and maintenance cash deposits should be re- 
quired. 

We are also addressing the role of firms that arrange loans be- 
tween customers. We are particularly concerned about what, if any, 
risk disclosures are being made both to the customer obtaining the 
loan and the customer who is providing the loan. We believe facili- 
tation of these lending activities by firms may pose a fundamental 
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conflict of interest between the firm and the customer, given that 
these are the loans that often allow customers to continue to trade 
when they would not otherwise be in a financial position to do so 
and, thereby, continue generating commission income to the firm. 

We pledge to continue to be very vigilant with respect to day 
trading through examinations, regulatory initiatives, and the 
prompt completion of ongoing enforcement actions. We intend to 
continue to work together with the SEC and the States to address 
the many issues raised by day trading. 

At this time, we do not see a need for any new legislative initia- 
tives, but believe that by continuing our current approach of dis- 
semination of information to our members and investors, examina- 
tion and enforcement efforts, and the development of new NASD 
rules and other policy initiatives, we can effectively address inves- 
tor protection concerns associated with day trading. 

Thank you. 

Senator Collins. Thank you, Ms. Schapiro. 

Mr. Hildreth, welcome. 

TESTIMONY OF PETER C. HILDRETH,^ PRESIDENT, NORTH 

AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, 

WASHINGTON, DC; AND DAVID SHELLENBERGER, CHIEF OF 

LICENSING, COMMONWEALTH OF MASSACHUSETTS SECURI- 
TIES DIVISION, BOSTON, MASSACHUSETTS 

Mr. Hildreth. Thank you. 

Chairman Collins, Senator Levin and Senator Cleland, I am 
Peter Hildreth, Director of Securities Regulation for the State of 
New Hampshire and President of the North American Securities 
Administrators Association. 

Thank you for the opportunity to appear before you once again 
and to present the views of NASAA as you look into issues and 
problems surrounding day trading. We recognize and appreciate 
your leadership in focusing attention on the problems in this area. 

Last December, in part because of the enforcement actions taken 
by Texas and Massachusetts, the NASAA board of directors formed 
a project group to research the industry, prepare a report of its 
findings and make recommendations. The project group, chaired by 
David Shellenberger, gathered information, analyzed issues and 
studied trading records. The NASAA day-trading project group re- 
port, released in August, was the result of that effort . 2 

We believe there are problems associated with the day-trading 
industry, not the least of which is the hype about how average peo- 
ple can get rich quickly with no experience necessary. We hope our 
report, the first of its kind, will help Congress and the public as 
well as our fellow regulators better understand the issues and 
problems. We believe it will also help in framing appropriate re- 
sponses from Congress and regulators. 

Electronic day trading has become part of our culture. It has cap- 
tured the national imagination, in part, because it combines two 
major developments that characterize America in the late 1990's: 


iJhe prepared statement of Mr. Hildreth appears in the Appendix on page 167. 
2 Exhibit No. Sis retained in the files of the Subcommittee. 
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The bull market on Wall Street and the technology revolution 
brought about by the personal computer and the I nternet. 

Unfortunately, much of the early media coverage tended to glam- 
orize day trading. The fact is day trading is anything but glam- 
orous. As our report makes clear, day trading is very risky and 
most people who day trade will lose all of the funds they put into 
it. 

We have not examined all day-trading firms and their hundreds 
of offices we believe exist. However, at the firms and branch offices 
we have examined, we found problems with marketing, suitability, 
loan arrangements, supervision, and customers trading other peo- 
ple's money without regard to licensing requirements. 

There were several issues you asked us to address in our testi- 
mony. The first was a general discussion of day trading. I think 
that Chairman Levitt has already discussed how day trading is dis- 
tinguished from other investment strategies. My written testimony 
provides NASAA's perspective on this issue. So, in the interest of 
time, I will move on to other issues you asked us to address, such 
as the risk of day trading. 

Trading is, by definition, a form of speculating as distinguished 
from investing. Day trading is trading on an extremely short-term 
basis and is highly speculative. When firms promote their services 
with claims as to the potential for success and profitability, they 
have an obligation to tell their customers the truth about the risks. 

We also believe they have an obligation to determine whether 
day trading is suitable or appropriate for that particular customer. 
That means not accepting just anyone who comes through the door 
with a check and wants to sit down at the computer and trade. 

We commissioned an outside expert, Ronald L. J ohnson, to ana- 
lyze customer account records from a day-trading firm in Massa- 
chusetts that was the subject of an enforcement action. His anal- 
ysis suggests the majority of day traders, more than 70 percent, 
lose money. Only about 12 percent showed the potential to be prof- 
itable.i 

Mr. j ohnson also found that day traders would have to generate 
annual returns of 56 percent just to cover commissions andf margin 
interest, never mind taxes. These are long odds, indeed, just to 
break even. 

This was the first such analysis of retail day-trading account 
data. It was a limited sample but the results are consistent with 
what we found in other investigations, such as evidence from a 
Block T rading branch office where 67 of 68 accounts lost money. 

We urge others, especially academics, to conduct further research 
on the profitability of day trading by retail customers. However, 
the burden of proof remains on the day-trading firms. They must 
justify their claims of customer profitability in their marketing that 
suggests that average people can make a career of day trading. 

As to the findings of State regulators' exams, some of the abuses 
and problems that the project group has observed include: Decep- 
tive marketing, including inadequate risk disclosure. As you noted 
in your presentation. Chairman Collins, one firm On-Line Invest- 
ment Services, Inc., maintained a Web site claiming that 85 per- 


1 Exhibit No. Sis retained in the fiies of the Subcommittee. 
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cent of its customers were profitable. They deleted that claim when 
M assachusetts asked for proof. 

We also found violation of suitability requirements. In a case 
against Landmark Securities, Inc., the complaint alleged that the 
manager falsified information on new account forms to create the 
impression day trading might be appropriate for that customer. 
The customer, a recent college graduate, was a part-time bartender 
with an annual income of $15,000, a net worth of less than 
$15,000, and no prior investing experience. 

Other abuses we noted are questionable loan arrangements, in- 
cluding promotion of loans from one firm's customers and loans to 
customers by brokers, and also failure to supervise. 

The next issue is our position on the NASD proposed rule. In a 
comment letter to the NASD, the NASAA project group endorsed 
the draft rules on appropriateness and risk disclosure and made 
suggestions for enhancing the rules. We recommend that the SEC 
approve the rules. 

As to other legislative or regulatory initiatives, we believe the 
NASD should also adopt a rule prohibiting the abuse of loans I 
have discussed. We also recommend enhanced regulatory attention 
to day-trading firms. 

First, the proposed NASD rules on appropriateness and disclo- 
sure. The project group believes that the existing rules on suit- 
ability apply to day trading. The failure by some day-trading firms 
to adhere to the existing suitability rules, however, suggest that 
specific day-trading rules are warranted. 

Day trading is a particularly risky program of trading that war- 
rants heightened suitability and disclosure requirements. The 
NASD already has special suitability requirements for opening op- 
tion accounts and the like. 

Second, the matter of a ban on loan programs. Day-trading firms' 
promotion and arrangement of lending among customers to meet 
margin calls is problematic. Firms have promoted the loans in 
order to keep accounts open that would otherwise be closed or re- 
stricted for failure to meet margin calls. These loans serve to un- 
dermine margin requirements and encourage customers to trade 
beyond their means. Some of these loans come with interest rates 
that in some States may exceed legal limits. A typical rate is a 
tenth of a percent for an overnight loan or 36.5 percent on an 
annualized basis. In addition, the loan programs have invited se- 
vere compliance problems including forgeries and the unauthorized 
transfer of customers' funds. 

We believe the loan programs are highly questionable under ex- 
isting law. Nonetheless, we believe the NASD should adopt and ex- 
plicit rule prohibiting the programs. 

Finally, enhanced focus on day-trading firms. Too many day- 
trading firms continue to engage in highly questionable conduct as 
you heard from Chairman Levitt's report. More enforcement ac- 
tions should be brought. 

But let me be clear. State regulators do not have a problem with 
day trading per se. It has been around a long time, long before the 
personal computer. We believe investors should have available to 
them all the latest technologies. Technology and information have 
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revolutionized investing. They have leveled the playing field be- 
tween Wall Street and Main Street. 

Our concerns are with day-trading firms that aren't being honest 
with their customers about the risks. Firms that essentially say, 
"hey, come on down, we will sell you a training course, you can sit 
in front of the computers and you will get rich." This is 
hucksterism. The odds are that you will not get rich. The odds are 
you will lose all the money with which you trade. 

The fact is day trading is not investing, it is gambling. There are 
no other words for it. Day traders can lose a lot of money in a 
hurry. People should not be gambling with money they cannot af- 
ford to lose. 

As Chairman Collins mentioned, All-Tech's recent Web site illus- 
trates that some firms have held out day trading as an option for 
retirees, people laid off from their jobs, even collie graduates just 
starting out. This sort of marketing is irresponsible, reckless and 
predatory. 

Day-trading firms need to play by the same rules that the rest 
of the brokerage industry has to follow. Frankly, in the examina- 
tions we have conducted of day-trading firms, we have found a cav- 
alier attitude toward regulatory compliance. Too many firms either 
don't know the rules or are flouting them because they think the 
rules don't apply to them. 

Well, the rules do apply. We expect that more enforcement ac- 
tions will be brought and that these will send a message to the 
firms that appear to believe they are above the law. 

Chairman Collins, I greatly appreciate the opportunity to chair 
the NASAA project group's findings with the Subcommittee today. 
NASAA and its members stand ready to assist you as you continue 
your investigation into the practices and operations of the day-trad- 
ing industry. 

Senator Collins. Thank you very much, Mr. Flildreth. 

Mr. Shellenberger, do you have any formal comments you would 
like to make? 

Mr. Shellenberger. No, Chairman Collins. I am prepared to 
answer any questions that may be asked, though. 

Senator Collins. Thank you very much. 

Ms. Schapiro, you stated in your written testimony that NASDR 
examiners had identified questionable practices, questionable mar- 
keting and advertising practices at nearly 80 percent of the day- 
trading firms that you have reviewed to date. Is that correct? 

Ms. Schapiro. Yes. 

Senator Collins. That is of great concern to me because that 
suggests that we are not dealing with isolated examples of mis- 
leading advertisements or exaggerated claims but rather an indus- 
try pattern of deceiving unsophisticated investors. 

Could you give us some examples of the kinds of deceptive mar- 
keting practices that your examiners uncovered? 

Ms. Schapiro. Sure. 

I think as a general matter we have seen extremely aggressive 
marketing and promotional campaigns engaged in by a number of 
day-trading firms. Some of the advertisements and sales literature 
which have been of particular concern to us includes promises of 
enormous profit potential, very high levels of customer success 
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rates without there being any counter balancing information about 
either the risks or the fact that you can lose all of your money and 
more than your initial investment. 

We have seen ads that suggest that you are guaranteed imme- 
diate execution in the market place. When we all know that as 
good as the technology is, you are not guaranteed an immediate 
execution. 

And, we have seen advertisements that suggest that anybody can 
do this with just a little bit of a training or studying a manual 
when, in fact, sophisticated understanding of market operations 
and how stocks react in different markets and areas is very impor- 
tant to be successful. 

So, generally, I would say exaggeration, potentially misleading 
information and wild claims would characterize many of the ads 
that we have looked at and are investigating. 

Senator Collins. And I would note that the SEC examiners and 
the State regulators have also found a similar pattern of wide- 
spread abuse with advertising in this area. 

Ms. ScHAPiRO. I think that is right. It is interesting to me that 
the examinations done by all three of us are very similar and large- 
ly parallel in their findings. 

Senator Collins. That does seem to be a consistent and very 
troubling theme or finding of all three regulatory organizations. 

Your examinations also indicated, Ms. Schapiro, that nearly half 
of the day-trading firms had established lending programs whereby 
day-trading customers who cannot meet the margin calls can bor- 
row from other day-trading customers. This raises real concerns in 
my mind about suitability and appropriateness. 

If a day trader can't meet the margin call and is encouraged by 
the firm to borrow from a fellow day trader, what does that say 
about whether the individual should be day trading in the first 
place? 

Ms. Schapiro. That is a wonderful question and I think that my 
greatest concern in this area is that it is fundamentally a very se- 
vere conflict of interest for a firm to suggest to a customer who has 
run out of capital that that customer borrow money from other cus- 
tomers or from principals of the firm in order to continue to gen- 
erate commissions for the firm. We are looking very closely at this 
issue and I would hope that in the next several months we will 
have taken some action with respect to the facilitation of lending 
arrangements by the broker-dealer. 

Senator Collins. Mr. Hildreth, I know this has been of par- 
ticular concern to the State regulators. Would you like to comment 
on this and should NASDR simply ban this practice? 

Mr. Hildreth. Well, I think that certainly the NASD should 
look— what they are seeing in these exams is what we talked about 
in the report. And I know that Dave Shellenberger has some things 
to say about those also. But it would seem to me that with that 
widespread, as it appears in the industry, practice, is something 
that we have some real grave concerns about for the same reasons 
that Ms. Schapiro stated. Keeping people trading when there are 
some real concerns if they don't have the money, perhaps just to 
generate commissions. 

So, I think certainly it should be looked at. 
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Senator Collins. Mr. Shellenberger. 

Mr. Shellenberger. Yes, thank you, Chairman Collins. 

One of the problems with the loan programs, and by the loan 
programs, of course, what we are referring to is day-trading firms 
promoting and arranging loans between customers so that cus- 
tomers can meet margin calls that they otherwise could not meet. 

The purpose of these loan programs is simply to keep accounts 
alive that would otherwise be closed and allow the brokerage firms 
to obtain a continuing stream of commissions. 

These programs encourage people to lose even more money. They 
certainly, as Madam Chairman has recpgnized, raise suitability 
concerns. If people are trading beyond their own means, don't have 
enough funds to meet margin calls, should they be day trading in 
the first place? To indicate the magnitude of this issue, we alleged 
in Massachusetts in the case against Landmark Securities that 
with respect to the tiny retail account held by the part-time bar- 
tender and recent collie graduate in that office, $2.7 million in 
loans flowed through this person's account in only 9 months. 

Senator Collins. I think this is an area where we really do need 
to see regulatory action. It just raises all sorts of concerns. 

We also need to do a better job upfront screening out people for 
whom day trading is not appropriate. And I think that is why the 
NASD's appropriateness regulations are very important in that re- 
gard because we would have fewer people who would be tempted 
to borrow from fellow day traders if we were screening, if the in- 
dustry was screening potential clients upfront. 

Would you agree with that, Ms. Schapiro? 

Ms. Schapiro. Yes, absolutely. 

Senator Collins. Mr. Shellenberger, as you are very well aware 
the day-trading industry has been extremely critical of NASAA's 
report on profitability of day trading in which it was found that 
more than, I believe it is, 70 percent of day traders are going to 
lose their money, perhaps even more, and only 12 percent were 
found to have the capacity to perhaps make a profit. 

The industry has countered with a study on day-trading profit- 
ability that was conducted by Momentum Securities. Have you re- 
view^ that study and could you give us your thoughts on it? 

It is my understanding that the Momentum study acknowledges 
that 56 percent of day traders lose money in the first 3 months but 
it claims that after that point 64 percent of day traders actually 
make money. 

What are your views on the Momentum profitability study? 

Mr. Shellenberger. Chairman Collins, on behalf of the NASAA 
project group I requested copies from the Electronic Traders Asso- 
ciation of any studies, including Momentum's purported study. I 
have yet to receive any documentation, anything related to that 
study. So, I am only familiar with the press clippings concerning 
it. 

Senator Collins. Well, that is problematic in and of itself, I 
would say. If you, as a regulator, are making a request for informa- 
tion that is that vital and are not receiving the cooperation of the 
day-trading industry that is of great concern to me. 

Mr. Shellenberger. Yes. I should clarify. Chairman Collins, 
that Momentum Securities is not registered in Massachusetts so 
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we cannot legally force them to produce these records. Nonetheless, 
we did request them through the ETA. Claims of profitability or 
losses are meaningless unless the data are subject to scrutiny. 

So, I have been unable to scrutinize these claims. However, on 
the face of the claims there is a problem. And that is Momentum 
has acknowledged that the majority of its customers did lose money 
at least for a period of months. They claim that after that appar- 
ently the surviving customers were profitable. I don't know wheth- 
er that is true or not. 

The question would be, how many people are going to burn 
through their capital and still have some money left once they sup- 
posedly learn how to day trade? I suggest that it may be too late. 

For instance, Ron j ohnson, in reviewing our sample, found that 
the average account was only open 4 months. 

Senator Collins. So, in other words, given the high turnover of 
day traders, many of them aren't going to still be able to day trade 
because they will be broke by the time they may finally have fig- 
ured out how to do this profitably? 

Mr. Shellenberger. Absolutely. Assuming that it is even pos- 
sible for them to learn. 

Senator Collins. Have you seen anything, based on your further 
examinations, that leads you to question your initial findings that 
more than 70 percent of day traders will lose their money? 

Mr. Shellenberger. No, Chairman Collins. 

In fact, I believe that the 70 percent figure probably understates 
the problem. Ron j ohnson concluded that if many of these people 
beyond the 70 percent continued to trade, those that had shown 
profits would end up losing money because, for instance, in many 
instances the profits had been gleaned from only one trade. Well, 
if you can make 50 percent of your profits in one trade, you can 
lose 100 percent of your capital in the next trade. 

Senator Collins. Ms. Schapiro, has the NASD done any work on 
the profitability of day trading? 

Ms. Schapiro. We haven't done a broad look at the profitability. 
In the context of the specific investigations of day-trading firms 
that are ongoing where they have made claims of customer success 
rates, we are requiring them to substantiate that those success 
rates are, in fact, true. 

Through that mechanism we will have a better sense, at least 
anecdotally, of what the success rates are and what the profit- 
ability is of day trading at particular firms. 

Senator Collins. I hope you will share that information with the 
Subcommittee. 

Ms. ScH API RO. We will be happy to do that. 

Senator Collins. The appropriateness regulations that the 
NASD has proposed, and which are now pending before the SEC, 
apply, it is my understanding, to only new accounts. Is that cor- 
rect? 

Ms. Schapiro. As the rule was proposed, yes, we applied it on 
a "going forward" basis to new accounts. 

Senator Collins. Would it not be useful to apply it also to cur- 
rent accounts, so that there at least is a disclosure of the risks? 

Ms. Schapiro. We will certainly revisit that issue. 
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We targeted it to an account opening because that's a very defini- 
tive event that can trigger the need to do the appropriateness de- 
termination. 

To the extent that there are accounts already out there at firms 
that aren't even traditional day-trading firms but where people are, 
in fact, day trading, we thought it would be very difficult, as an 
operational matter, to go back and try to apply the rules to all of 
those accounts. But it is something we will look at very carefully. 

In submitting these rules to the SEC, we have said that this is 
a first step. And, if we determine there are additional regulatory 
initiatives that are needed in this area, we won't hesitate to rec- 
ommend those. 

Senator Collins. Thank you very much. My time has clearly ex- 
pired, and I will now turn to Senator Levin for his questions. 

Senator Levin. Mr. Shellenberger first, I believe you were the 
folks who got the restraining order against TCI ; is that correct? 

Mr. Shellenberger. Yes, Senator Levin. Specifically, the cease 
and desist order applied to what we had allied in the licensing 
section as a Ponzi scheme, beyond what we allege were false claims 
as reflected by the advertisement. Then the hearing officer referred 
the matter of the deceptive advertising to the Attorney General's 
office because he had concerns r^arding our jurisdiction. 

Senator Levin. That is the original one, I believe, and I want to 
show you the new one that is currently on their Web site and ask 
you whether or not those concerns are still real, when they say that 
this system is the absolute best that they know of, and it says a 
profit to loss ratio of 12 to 1 and an average return of better than 
18 percent per trade before slippages.^ 

It seems to me it's worse than their first site. 

Mr. Shellenberger. Yes. Senator Levin, I would share your 
concerns. The response, once regulators have raised questions re- 
garding specifically Web sites, has been that these Web sites 
change. I believe this site has been modified. But I share your con- 
cerns that this remains unacceptable. 

You had asked a prior witness. Chairman Levitt, regarding the 
SEC'S jurisdiction in this matter, and this is a very technical area. 
But I would note, if I may, that there are State consumer protec- 
tion acts that prohibit deceptive advertising and, in addition, such 
matters may be under the purview of the Federal Trade Commis- 
sion. 

Senator Levin. This is a current Web site, by the way. This is 
after the change. So at least as of yesterday, it was their Web site. 

Is this under Massachusetts' jurisdiction if that is false adver- 
tising? Is that what your Attorney General is looking into now? 

Mr. Shellenberger. Senator Levin, the referral was made to 
the Attorney General's office from the Massachusetts Division of 
Securities, because Massachusetts, I believe, like most States, has 
a Consumer Protection Act Chapter 93(a) which, among other 
things, prohibits unfair or deceptive acts or practices, including ad- 
vertising. So this, in my view, would be subject to scrutiny under 
that law. 


iSee Exhibit No. 3 on page 216 in the Appendix. 
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Senator Levin. If the Attorney General concluded that was false 
and deceptive advertising, and if TCI is located— and I don't know 
where they're located 

Mr. Shellenberger. In California, Senator. 

Senator Levin [continuing]. In California, would you be able to 
get at them because the advertising is on a Web site which obvi- 
ously comes into Massachusetts? Would you be able to get a sub- 
poena, for instance, under existing legal theory? 

Mr. Shellenberger. Senator Levin, I know that this area of 
States being able to obtain jurisdiction in response to Web site ad- 
vertisements has been the subject of some brilliant Law Re/iew ar- 
ticles that I have only skimmed. 

I can tell you that TCI has at least closed down its branch office 
in Massachusetts, and I don't expect them in my back yard again. 
Whether we would be able to enforce a subpoena on a California 
corporation that, to our knowledge, did not do business with any 
of our citizens, would be questionable. 

Senator Levin. Madam Chairman, I think this is an area that we 
also want to add to our list of things that we're looking into, be- 
cause, given the amount of electronic trading, given the fact that 
this kind of a course and strategy is available electronically, or the 
touting of it is done electronically, it would be good to have not just 
the watchdogs in Washington, the Federal Trade Commission or 
others looking into these kind of phony representations, it would be 
good to have 50 States being able to go after them as well. That 
may require some kind of change in Federal law to authorize sub- 
poenas. I'm not sure exactly what the legal complexity is, but I 
think we ought to add this, given the amount of electronic trading 
and the way in which these courses are advertised, to our list of 
things that we're looking into for possible legislation. 

I think this question will go to you, Mr. Flildreth. You indicated 
in your testimony that the odds are you won't get rich, and the 
odds are you'll lose all the money with which you trade. We will 
hear testimony later on this morning from Mr. Cohen that day 
trading is not gambling. But then he says the majority of those 
who do day trade after training do not lose money. 

You're telling us that the odds are you will lose all the money 
with which you trade? 

Mr. FIildreth. That's right. 

Senator Levin. That's about as sharp a conflict as we can pos- 
sibly have. I'm just wondering what your reaction is to his com- 
ment? 

Mr. FIildreth. My statement is based on the report^ that was 
produced by Dave Shellenberger's project group, and hiring an out- 
side consultant. It is based on the data that we have. 

We also had the testimony of the manager of one of these sites, 
who said 67 out of 68 lost money. 

Senator Levin. They also will be testifying later on this after- 
noon that much of NASAA's report, that this mumble jumble would 
be unnecessary if NASAA had accepted ETA's March, 1999 offer to 
provide current trading information. 


1 Exhibit No. Sis retained in the fiies of the Subcommittee. 
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Now, we're going to be getting testimony under oath later on this 
morning that ETA offered NASAA, in March of this year, to pro- 
vide current trading information. I'm wondering, did they, and if 
so, what was it? 

Mr. Hildreth. Dave Shellenberger is the appropriate person to 
respond, since he's the Chairman who would have dealt with them 
on that issue. 

Mr. Shellenberger. Thank you. Senator Levin. 

The answer is that that's a false assertion. What had happened 
is that the ETA, through its counsel, asked me to comment on a 
possible study that might be done by the ETA. The project group 
determined not to make any suggestions or comment but, rather, 
to reserve comment. The reason is that we did not want to endorse 
a study or survey of which we did not know the particulars. 

I would stress. Senator, if I may, that the burden of proof is on 
the industry. Before they make these claims of 85 percent success 
rates, before they make the claims that retirees should make ca- 
reers of day trading, they should have the facts. It disturbs me that 
apparently studies have not been done to date, other than the al- 
leged Momentum study. 

Senator Levin. Can any of you comment on the adequacy of cur- 
rent laws and regulations to address the problems which we have 
identified, and if you would prioritize the new regulations or laws 
that are needed in terms of their importance? Maybe we can start 
with you, Ms. Schapiro. 

Ms. Schapiro. OK. Well, we have identified a lot of problems, as 
you've heard. I think, with respect to advertising, for example, 
there are adequate regulations in place, assuming sufficient en- 
forcement resources, to pursue all of those advertisements and 
marketing materials in an aggressive way. 

I think we have said, with respect to margin, and particularly 
margin lending practices, that we need to do some more work, as 
SRO's and the SEC, to look at whether there ought to be a prohibi- 
tion and, at a minimum, enhanced disclosure of the risks of margin 
lending or some other modification to address the practices that we 
have seen with respect to margin lending. 

I think we also ought to look at whether, under the margin 
rules— and you asked these questions earlier. Senator Levin— we 
should be shortening the time frames by which Regulation T mar- 
gin deposits must be made. It's currently 7 days and perhaps it 
ought to be shorter, given the kind of mismatch we have of these 
trading strategies that are intraday, with margin payments being 
requir^ only within 7 days. 

I think with respect to short sales or short selling, the current 
regulatory and legal structure is adequate. 

With respect to supervision, there is a very detailed and com- 
prehensive supervisory structure in place in the largest broker- 
dealers, and the best run small- and medium-size firms. Day-trad- 
ing firms need to adopt those kinds of supervisory structures and 
hire compliance people who can ensure that they are following the 
rules and regulations that apply equally across the board to all 
broker-dealers. 
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Senator Levin. J ust very quickly, if I may, does your organiza- 
tion support the proposed rule on suitability, that it apply to strat- 
egy as wel I as 

Ms. ScHAPiRO. We wrote it. It is our rule and we are 100 percent 
behind it. 

Senator Levin. Mr. Hildreth. 

Mr. Hildreth. We support it, as I said, and filed a comment let- 
ter in support of that. 

We wouldn't be here today if the current rules were met by the 
industry. What we found is the rules are being broken. I think that 
there is a need to look at the loan issues, and perhaps just ban 
them outright. 

If the current rules were being complied with, I don't think we 
would be here. I think the day-trading industry just has to comply 
with those. 

Senator Levin. But in terms of new regulations and rules, the 
first thing would have to be with the loan, and second, would be 
suitability or not? 

Mr. Hildreth. Well, we have supported the suitability proposal, 
and we hope that that's going to be approved quickly. We would 
like the NASD and the SEC to look at a ban on the lending pro- 
grams. 

Senator Levin. Is there anything else from our third witness? 

Mr. Shellenberger. Senator, I concur with Mr. Hildreth's com- 
ments, and I emphasize that the industry seems to be doing a good 
job of violating existing law. 

Senator Levin. Thank you. Thank you. Madam Chairman. 

Senator Collins. Senator Cleland. 

Senator Cleland. Thank you very much. Madam Chairman. 

Ms. Schapiro, we're glad to have you with us today. I have spo- 
ken to your organization, mostly as Secretary of State in Georgia, 
and as a State regulator. Mr. Hildreth, it's nice to see you. I have 
great respect for your organization as well. 

I mentioned earlier today that Wayne Howell, my AA, has been 
very instrumental in my understanding of the regulatory process, 
in terms of the world of securities, and he was the former head of 
your organization. Mr. Shellenberger, as a former State regulator, 
we respect your role immensely. 

I think it is fascinating. Madam Chairman, a couple of things I 
have gotten out of this today. First, Mr. Hildreth, you're the second 
person to sit in that chair today to refer to day trading as gam- 
bling, the first being Arthur Levitt, head of the SEC, and then you, 
heading the North American Securities Administrators Association, 
referring to it as gambling. 

That is certainly far beyond any understanding of investment or 
even just speculative investment. It seems to me that our testi- 
mony today has reflected that it is, indeed, gambling. 

As a matter of fact, I started off somewhat quizzically about the 
relationship with Las Vegas, that it is now clear you have better 
odds in V^as than in day trading, and that it's not roulette but 
it's Russian roulette, where there's a bullet in the chamber. If you 
keep playing this roulette game long enough, you're going to be 
dead. 
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To hear the fact that, as a minimum, some 82 percent that go 
into day trading don't make anything, and 70 percent lose money, 
12 percent have a potential of maybe making some money, that's 
astounding odds against you. So I think something is broken here. 
I'm not sure what's broken, but I think some things need fixing. 

What I would like to suggest here, before I leave the panel, is 
to ask Ms. Schapiro, Mr. Hildreth, and Mr. Shellenberger, what is 
your best shot here and what can this Subcommittee or Congress 
do to help get this thing back on track, to help main street get back 
in line with Wall Street, not abandoning the technology and cer- 
tainly not wiping out the opportunity for the individual investor to 
get involved in the process, but how do we make this work? 

Ms. Schapiro. 

Ms. Schapiro. I believe, from the perspective of the U.S. Con- 
gress, the most important thing— because we don't have any rec- 
ommendations at this point for specific legislative initiatives— 
would be to continue to support the regulators through hearings 
like this, that help us have an audience to air some of these issues 
and concerns, and continue to support the r^ulators in their initia- 
tives to enact some new rules governing this kind of trading, have 
adequate resources, particularly for the Securities and Exchange 
Commission, to do the kinds of examinations and enforcement 
cases that will help protect investors. 

Senator Cleland. Mr. Hildreth. 

Mr. Hildreth. I would also say that this type of hearing goes a 
long way, toward publicizing this issue. When we released the re- 
port, there was a great deal of coverage, and that's good, because 
people need to know the real risks. They are not being told that 
when they see an ad that says you can come in here, be trained 
for a few days, and you can retire— or you've already retired and 
you can make extra money. 

It is important to get the message out, that day trading is risky. 
This kind of hearing, what you're doing here today, I think goes a 
long way in that regard. Again, I do think that the SEC and the 
NASD need the support of Congress, the SEC more directly, cer- 
tai niy, with the funds to do it. 

I would note once again, as I think Chairman Levitt mentioned 
earlier, that the three groups— the SRO's, the SEC and the 
States— really do work well together on these kinds of issues, and 
we look forward to doing that. We hope you give the SEC the re- 
sources to do it. 

Senator Cleland. Mr. Shellenberger. 

Mr. Shellenberger. Senator, I concur with the statements of 
Ms. Schapiro and Mr. Hildreth. I'm not sure additional legislation 
is needed. However, we find hearings of this nature very helpful in 
alerting the public, not only to the risks and problems, but remind- 
ing them that, as one of the Senators noted earlier today, if some- 
thing sounds too good to be true, it probably is. 

Senator Cleland. That was me. [Laughter.] 

Mr. Shellenberger. It was a brilliant remark, with which I con- 
cur. [Laughter.] 

Thank you. 
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Senator Cleland. Help me understand day trading just a little 
bit. First of all, I'm an individual citizen. Can I buy stocks through 
the I nternet? 

Ms. ScHAPiRO. Absolutely. 

Mr. Hildreth. Yes. 

Ms. ScHAPiRO. Without day trading, you may open an on-line ac- 
count at any one of hundreds of brokerage firms 

Senator Cleland. But you've got to go through a brokerage firm 
to do that? 

Ms. SCHAPIRO. Yes. Well, you do, if you're not going to engage 
in day trading. If you're going to engage in day trading, you have 
a couple of options. You can go on site, at a brokerage firm that 
is an NASD member and sit at what is the equivalent of a work 
station that one might see on a trading desk in a NASDAQ trading 
room at a big firm, and you may access the market through that 
terminal at the brokerage firm. 

You may also go into a limited liability company that might not 
be a member of the NASD and, therefore, not subject to all the 
rules and regulations of the NASD, but perhaps a member, for ex- 
ample, of the Philadelphia Stock Exchange, and trade as a limited 
partner of that LLC. You would deposit your own capital, which be- 
comes part of the firm's capital, and trade as a partner, not as a 
customer and, therefore, not benefit from suitability and a number 
of other rules that protect customers. 

You would also have the benefit of even greater leverage, because 
you wouldn't be subject to the Regulation T margin requirement of 
50 percent initial margin and 25 percent maintenance margin but, 
rather, whatever margin level is arranged between that limited li- 
ability company and their clearing firm. It could be as low as 15 
percent margin. So you have several alternatives on how you want 
to approach day trading. 

Senator Cleland. Thank you. The panel has been most gracious 
with their time. 

Madam Chairman, thank you for holding this hearing. It is obvi- 
ously a very fascinating part of the world in which we live, and cer- 
tainly day trading is very risky business and these people are try- 
ing to help. Thank you very much. 

Senator Collins. Thank you very much. Senator. 

I want to thank our panel for their very helpful testimony. We 
look forward to continuing to work with you as we continue our in- 
vestigation as well. 

Our final witness this morning is Saul Cohen, the consulting 
counsel to the Electronic Traders Association, which is known as 
ETA. Mr. Cohen has extensive experience in securities regulation 
and is currently a partner in the law firm of Proskauer, Rose in 
New York City. 

ETA is a nationwide association of firms and individuals which 
promote the interests of the day-trading industry. 

Mr. Cohen, before you get too comfortable, I do need to swear you 
in. 

Do you swear the testimony you are about to give will be the 
truth, the whole truth, and nothing but the truth, so help you, 
God? 

Mr. Cohen. I do. 
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Senator Collins. Thank you very much. You may proceed. 

TESTIMONY OF SAUL S. COHEN.^ CONSULTING COUNSEL, 
ELECTRONIC TRADERS ASSOCIATION, NEW YORK, NEW YORK 

Mr. Cohen. Thank you, Senator. I'm the notorious Mr. Cohen re- 
ferred to before. 

For those who are interested, the quote is from a much larger 
and broader article on philosophical concepts of regulation. It ap- 
pears in two parts, in the Wall Street Lawyer.com, and it really 
deals with the threats of the I nternet. 

But, in any event, I thought I would start with two quick quotes 
from Chairman Levitt's written testimony, because they are so 
much at odds at what anything else anybody has said here. 

'To date, however—" page 7 "—we have not found marked and 
widespread fraud by these firms." Page 13, 'The staff has found 
isolated instances where day-trading firms appear to have failed to 
comply with margin requirements or properly disclose terms and 
conditions of loans in contravention of SEC rules." Mr. Levitt was 
also kind enough to say that day traders don't add to volatility. 

Senator Levin had asked a very perceptive question before, he 
never got an answer, and that had to do with margin. It was per- 
ceptive in two ways. One was what would happen if you didn't 
come up with money, and the answer is, if you didn't come up with 
money, then after 7 days your account would be frozen and you will 
not be able to do anything but liquidating transactions. That's a 
universal rule. 

The part that I thought was interesting was that it indicated 
that it was possible to make a profit on a margin trade. All we've 
heard today so far is people going to margin because otherwise 
they're going to go broke sooner. But the point is that you can go 
into margin, and lots of people go into margin transactions because 
they want to keep profitable trades. 

On-site traders will emphatically tell you that they're not gam- 
blers and day trading is not gambling. ETA traders have an ex- 
tremely high percentage of college and professionally educated peo- 
ple. The New York Times pointed out just in August that "many 
former professional traders, brokers and financial service profes- 
sionals are becoming full-time day traders." 

Successful day trading requires skill, hard work, and access to 
state-of-the-art technology. 

And while I'm at it in r^ards to this, in terms of risk disclosure, 
ETA has supported risk disclosure much broader and deeper than 
the NASD risk disclosure. It has been in place for months. And it 
requires that the particular individual involved sign the risk disclo- 
sure statement. 

Senator Levin, because I know margin is of interest to you, there 
is language in here that says you may sustain a total loss of the 
initial margin funds and any additional funds you deposit with 
your broker, and you may incur losses beyond your initial invest- 
ment. There is lots and lots of disclosure in that form. 

You may well be, to go back to the subject of gambling, aware 
of people who are called "quant" traders. These are people who in- 


iJhe prepared statement of Mr. Cohen appears in the Appendix on page 178. 
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vest millions of dollars in computers, special phone lines and soft- 
ware, so that they can day trade successfully. They're not gam- 
blers. They are market professionals. 

Day trading is not a cult, although sitting here today, I wondered 
about that, from a regulatory view, and there is nothing new about 
day traders. They have always existed on exchange floors. They're 
still there today. At least since the advent of Thomas Edison's stock 
ticker, there have been day traders in what are called upstairs of- 
fices. 

Now, I have repeated on-site day traders several times to dif- 
ferentiate these 4,000 or so individuals who Mr. Levitt also men- 
tioned in his written statement have a very limited reach, so it's 
important to understand what we're looking at. From the estimated 
250,000 people encouraged to trade on line through such household 
names, including the one the Chairman mentioned, Charles 
Schwab and Discover. You may have seen the Discover ad which 
shows a pig farmer who trades on line. The copy for the ad runs, 
"Gorden Gekko, Eat Your Heart Out. Wall Street used to be about 
greed. Now it's about brains, about taking control of your money. 
So go ahead. Yup." That's a New York advertiser trying to be a 
farmer. "J ust a mouse click away." 

Now, contrast the pig farmer with the on-site trader. ETA mem- 
bers get almost instantaneous executions, very often instantaneous 
executions. The farmer doesn't. ETA traders get price improve- 
ment. And if we're talking about consumer issues— and that's the 
most important consumer issue this Subcommittee ought to be con- 
cerned with— the pig farmer does not get price improvement. His 
order goes to a market maker in a preferencing arrangement. ETA 
traders take advantage of the firm's intellectual capital. That is, 
the people around them, the experience of the other traders— well, 

I guess the pig farmer has his pigs. 

It's very important, when we talk about on-site trading and risk, 
to understand that you would have to be totally oblivious to the 
world to not understand the risk because you are sitting in that of- 
fice, cheek by jowl, with other traders. 

Now, there are, of course, lots of complaints by day traders, but 
they're from the on-line day traders. "Why is the system down? 
Why did it take so long for my order to get executed?" There are 
virtually no complaints from on-site day traders, so we've got a 
mystery on our hands. If there are no complaints, why is NASAA, 
not the SEC or NASD, seeking to isolate on-site day-trading 
brokerages from every other part of the securities industry? 

According to NASAA, on-site firms are a public danger in three 
respects. On-site firms routinely violate securities regulations. To 
quote Mr. Hildreth, "day-trading firms need to play by the same 
rules the rest of Wall Street follows. If they don't get their act to- 
gether, they'll be under increasing regulatory pressure." 

The NASAA report charges on-site firms with order entry 
failings, short sale, margin and books and record violations, even 
omissions to disclose the risk of loss, and false marketing. But 
NASAA, in its survey of regulatory cases, apparently hasn't noticed 
that just over the past 18 months, and just looking at the top 100 
well-capitalized firms by the SIA, not the hundreds of others— that 
Merrill Lynch and half a dozen other firms were disciplined for 
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order entry matters. Piper J affray fined for short sale violations. 
Schroder, Cowen, and Fahnestock cited for margin. Salomon Smith 
Barney and three other firms, books and records. Merrill Lynch 
fined $2 million for sales materials which "omitted material facts 
in the risks of investment losses." And Prudential Securities was 
fined $500,000 for false marketing information r^arding CMO's. 

The Subcommittee also, I think, is aware that institutional inves- 
tors have been buying interests in on-site firms. I think you're 
aware then that these investments are made after considerable due 
diligence and simply would not be made if day-trading firms were 
securities industry rogues. That's one of the reasons why I think 
Mr. Levitt felt comfortable in writing that there's no widespread 
fraud. 

The second charge against day-trading firms by the NASAA was 
that on-site firms engage in deceptive advertising. But it should be 
noted that no advertising, even as compelling as the Discover ad 
about the pig farmer that I just went through, can withstand re- 
ality. And, by the way, ETA has a statement of principles that de- 
cries in any sense deceptive advertising. It talks about giving a full 
picture to people and so forth. 

Day traders, as I have said before, are intelligent and well edu- 
cated. They are on site. They can quickly observe from the traders 
around them what the range of risks and rewards are. To go back 
to Senator Levin for a minute, his comment about "well, isn't this 
a surprise when you get the margin notice?" Well, if it's a surprise, 
it's a surprise once. It's not going to be a surprise the second time. 

It is important to understand, by the way, with regard to risk 
and the risk of loss, that if this market collapses, you're much bet- 
ter off being a day trader holding securities for 4 minutes than peo- 
ple who are holding securities for months and years, as I am in 
some of my accounts. 

ETA members need not advertise for customers. Most prospects 
are references from customers. 

A third charge, on-site day traders lose money in wholesale lots. 
We have heard over the last year all kinds of numbers. We have 
heard 7 out of 10, 8 out of 10, 9 out of 10 lost money. Massachu- 
setts— and they were here before, Mr. Shellenberger— 67 out of 68 
lost money at one firm. Well, if that happened, you would think the 
Boston press would pick it up and they would notice 67 people run- 
ning out of the office yelling "plague." No one is that dumb. 

Now the report is out, and I 've got to tell you, as somebody who 
is a professional in this business, this is an amateurish report. 
NASAA 's expert, Mr. J ohnson, turns out to be a former commodity 
trader who earns his living as a plaintiff's witness, and whose re- 
sume, which we have put in our materials, lists with pride that, 
for 2 years, he "published daily hot line trading recommendations," 
a fancy way. Senator, of saying that he gave option tips, and that 
he "developed a low-price stock strategy that returned over 30 per- 
cent." You would think NASAA would be going after him for that 
kind of advertising. 

This expert, who operates out of his apartment, studied a grand 
total of 17 day-trading accounts. These, on average, traded for 4 
months, 2 years ago, one office, on non-ETA firms. His conclusion? 
Sixty-five percent of the accounts had a risk of ruin; that is, if they 
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kept going, never learned anything but just kept making the same 
mistake they made before, they were going to lose money. They 
would never stop and would never quit before they lost all their 
money. They would lose all their money. 

We tried to avoid the numbers game. We tried, no matter what 
Mr. Shellenberger is telling you— and there is correspondence on 
this and I will supply it to this Subcommittee afterwards, supply 
the Blue Sky people with current information for use in an inde- 
pendent survey. We provided them with a methodology of four 
pages. NASAA demurred. He told you why they demurred. They 
didn't want to endorse an independent study. 

We estimate, without any claim of scientific accuracy— but I can 
tell you that I spoke to a half-a-dozen on-site firms— that most cus- 
tomers will lose money or break even in the first 3 to 5 months. 
They're not going to wipe themselves out in the first 3 to 5 months. 
They'll lose some money. And that thereafter nearly two out of 
three are going to net $28,000 a month, with the odd man out los- 
ing $6,000 to $8,000. 

But, hopefully, to put this particular matter to rest, because it 
is so important, ETA is in the process of retaining KPMG to con- 
duct a day-trading profitability study. 

Let me go back to another point that was made before. Senator— 
and you've really made a number of perceptive points. One of them 
had to do with— I think this was asked of Mary Schapiro— would 
you allow somebody right out of college to day trade? A good ques- 
tion. How about right out of Wharton? I interviewed somebody 
right out of Wharton in J anuary, who was out day trading for a 
year, and he made $750,000 in J anuary. I felt very foolish being 
a lawyer. 

Given these facts, why has NASAA sought to demonize on-site 
day traders? The reason, quite frankly— and they said it here— is 
that they want the publicity. This is what Mr. Hildreth said last 
J anuary. "We need to reposition ourselves to cultivate media con- 
tacts. The news media is hungry for good crime stories, and with 
a little imagination, we can find them stories to write about." 

Now let me move finally to something that is more positive. ETA 
members seek to meet all regulatory requirements and to foster 
high standards of ethics. We have statements of principles and we 
have risk disclosure that goes well beyond the NASD. ETA mem- 
bers tell prospects that day trading is not for everyone. In fact, 
ETA'S own risk disclosure statement is broader and deeper than 
NASD requires, and acknowledging signature by the customer. We 
frankly urge that in the NASD's risk disclosure that they get it 
signed by customers. ETA's statement of principles reads, "We will 
not make misleading or exaggerated claims, and will provide a bal- 
anced perspective in our presentation." We think you ought to con- 
sider asking the entire securities industry to adopt the statement 
of principles along these lines. 

The hardest issue to deal with is the appropriateness issue. It is 
very, very difficult. It's difficult because it undercuts what has been 
years and years of suitability theory. The security industries asso- 
ciation has taken the position opposed to the NASD proposal be- 
cause, in the past, all suitability decisions— and this was spoken to 
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before by Mr. Colby— dealt with particular trading recommenda- 
tions, not overall strat^y. So this is a strategy. 

We have been working very hard to get to the point where we 
can agree with the kind of appropriateness standard. We think 
that, in doing that, one of the ways to do it is there are existing— 
and you might ask Ms. Schapiro about this— the NASD has exist- 
ing rules on option trading. Option trading is a lot like day trading. 
It's a collection of different strategies. It's an approach to the mar- 
ket, not a particular recommendation thing. It starts off with some- 
body being approved, getting a risk disclosure statement and then 
being approved to trade options, or in this case, to day trade. We 
think that's a much better approach to appropriateness. It's much 
more focused than the generalized language they've been using. 

Senator Collins. Mr. Cohen, I'm going to ask you to wrap up 
your comments. 

Mr. Cohen. I will wrap up. OK. 

Let me wrap up with what I know is a particular concern of this 
Subcommittee, and that is consumers. Day traders help consumers. 
Day-traders' activities drive electronic communication networks, 
the ECN's. These ECN's provide market transparency. They are 
real competitors to market makers. The market makers are the 
group disciplined by the SEC and thej ustice Department for collu- 
sive pricing, so the result for the small investor, the consumer, is 
better quote information and better handling of retail size orders. 

Day traders add importantly to liquidity and depth in the market 
without adding to volatility, so the small investor will find another 
side when he's ready to buy or sell. 

Last, day traders limit orders— and day traders put in a large 
amount of limit orders— compete directly with market makers. The 
result of that is that dealer spreads are narrowed and the small 
investor, the proverbial "Aunt J anet in Portland," who is selling 
stock to pay for her daughter's or her niece's first year in college, 
is going to get a better price on her trade because there's a day 
trader in between the market maker's spread. 

This is the way the SEC intended it, and this is how it's working. 

Thank you very much. 

Senator Collins. Thank you, Mr. Cohen. 

We are going to take a 10-minute recess because, unfortunately, 
we have another vote on. 

[Recess.] 

Senator Collins. The Subcommittee will come back to order. 

Mr. Cohen, I think it's important for the record that I clarify that 
the SEC has confirmed to us that the reference in Chairman 
Levitt's testimony to the absence of widespread fraud in the indus- 
try was referring to such things as forgeries and other kinds of out- 
right fraud, as opposed to the widespread pattern of deceptive ad- 
vertising. 

Mr. Cohen. Did you also ask him about the isolated instances of 
margin problems? 

Senator Collins. I think, Mr. Cohen, that I 'm the Chairman and 
you're not. 

Mr. Cohen. OK. I 'm sorry. I had the belief we were going to have 
a discussion of these issues. 
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Senator Collins. I did want to set the record straight in that re- 
gard. 

Mr. Cohen, in your testimony this morning you cited ETA's state- 
ment of ethical principles to support your contention that day-trad- 
ing firms do not make exaggerated or misleading statements re- 
garding trading results. Indeed, the statement of ethical principles 
indicates that ETA members "will not make misleading or exagger- 
ated claims about our services or the benefits of day trading, and 
will provide a balanced perspective in our advertisements and pres- 
entations." It goes on to say, "We will not obscure the reality that 
most people lose money in their initial training period and that 
many will not ultimately become successful day traders." 

I would like to show you two statements that were taken off the 
Web site of On-Line Investment Services, Inc. It is my under- 
standing that this company is a member of your board of gov- 
ernors. Is my information correct on that? 

Mr. Cohen. They're an ETA member. I don't know whether 
they're a member of the board. 

Senator Collins. On-Line Investment Services was one of the 
five members of ETA, it is my understanding, who adopted the 
statement about the principles from which you quoted in your testi- 
mony. Is that correct, to your knowledge? 

Mr. Cohen. Yes. 

Senator Collins. I want to show you this first statement, which 
says, "We have a successful rate of about 85 percent with customer 
traders, meaning people who come here and actually make money 
at this over time.''^ 

Is that consistent with the ethical principles? 

Mr. Cohen. It would be consistent if it's accurate. I don't know 
whether it's accurate. But the point I would make, because I have 
no information on it, is that the language on the bottom— and I can 
just about read it without my glasses— "Cited information is no 
longer found on Web site." 

The statement of principles is a learning curve for all industries. 
The statement of principles was adopted a couple of months ago. 
I don't know when this statement was made or when it came off, 
but it's conceivable that it's as long ago as a year or more. 

But the two parts to it, that somebody ought to ask again, is 
whether or not this is accurate as a statement, and second, when 
it was on and when it came off and what the circumstances were. 
But I don't know. 

It's important to understand 

Senator Collins. Let me understand. Are you saying that this 
statement is OK if it was before the statement of principles? 

Mr. Cohen. I'm saying it's OK if it's correct. I'm saying it 
shouldn't have been there if it's incorrect, but in any case, it's be- 
fore the statement of principles. 

What I would say is— and this is important to understand— ETA 
represents something like 54 percent of all day traders who enter 
a majority of orders. It does not represent all day-trading firms, nor 
does it have the power of government to say do this or do that. The 
fact that someone may or may not subscribe to ethical principles 


iSee Exhibit No. 5 on page 219 in the Appendix. 
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doesn't mean they're going to do it. On the other hand, the ethical 
principles were formulated and the discussion was formulated over 
the past few months, as this industry continues to learn and to 
grow, because it's very important to this industry— and I will now 
go back to what the Blue Sky people said, that this industry gain 
community acceptance. So the purpose of us being here is to dispel 
a number of misconceptions with the hope that we will get a fair 
hearing, so that a number of these misconceptions, in fact, can be 
dispelled. 

Senator Collins. Well, one reason you're being asked to testify 
today, and were given the opportunity to make your opening state- 
ment, was to make sure that the industry's viewpoint was rep- 
resented. 

Mr. Cohen. I'm sorry. Senator. I'm not making it clear, and it's 
my fault, not yours. 

We represent 54 percent of the day traders. I cannot tell you we 
represent the entire day-trading industry. 

Senator Collins. I understand that, Mr. Cohen, and that is why 
we selected examples of deceptive advertising to show you that are 
from members of your association. We're not asking you about non- 
members. 

Mr. Cohen. Well, I appreciate that. I have seen just one, and 
what I've said with regard to it first is that I don't know whether 
it's deceptive because I don't know what the number is, from an ac- 
curacy standpoint, and I don't know what the date is and whether 
it reflects the statement of principles that was adopted 2 to 3 
months ago. 

Senator Collins. My point is that a company should not be mak- 
ing deceptive statements 

Mr. Cohen. If it's deceptive. I agree with you. There is no dis- 
pute — 

Senator Collins [continuing]. Regardless of whether it's before 
or after the statement of principles. 

Mr. Cohen. If it is deceptive, it shouldn't be on there. If it's 
not 

Senator Collins. Let me show you a similar statement, again by 
On-Line Investment Services, which is a member of your board of 
directors. I have confirmed that 

Mr. Cohen. Again, can you tell me when these were? Are you 
talking about 1998? 

Senator Collins. I believe that these were within the last year. 

I am uncertain when they were removed. 

But that is not my point. My point is that it is troubling if it is 
misleading consumers at any point. 

Can I ask you about this statement: "On-Line's trading and men- 
toring programs boast an 85 percent success rate for new trad- 
ers." ^ Do you think that is accurate? Could it possibly be accurate? 

Mr. Cohen. Could it possibly be accurate? I don't know whether 
it is accurate or not accurate. I just wouldn't hazard a guess as to 
whether it's 

If it is not accurate, it should not be used. I don't think there's 
any doubt. And I agree with you. Whether you have a statement 


iSee Exhibit No. 5 on page 219 in the Appendix. 
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of principles or not, you should not use statements that are inac- 
curate. I just can't tell you whether it's accurate or inaccurate. 

Senator Collins. You noted in your testimony— you said in a 
very straightforward way that disclosure of risk is simply not an 
issue. That's on page 6 of your testimony. 

Mr. Cohen. That's right. 

Senator Collins. The problem with that is the preliminary re- 
sults of the joint examinations, the results announced by the SEC 
and NASD today, suggest otherwise. We have written testimony 
from Chairman Levitt saying that the SEC staff examined the Web 
sites of 40 day-trading firms and discovered that half of those Web 
sites today— I'm not talking about last year— had little or no risk 
disclosure, and many of them downplayed the risk associated with 
day trading. 

Do the SEC'S preliminary findings that you've heard today 
change in any way your view that the disclosure of risk is not a 
problem with this industry? 

Mr. Cohen. I don't believe disclosure of risk is a problem, and 
I 'I I tel I you why. 

First, ETA members, although we're 54 percent of the industry, 
six firms, I don't know what the other 34 firms are doing. But be- 
yond that— and this is the important point, and I don't seem to be 
able to get it across— no matter what the risk disclosure was, you 
could put it in neon lights, when you show up at a day-trading 
firm, if you're there a day, 2 days, 3 days, you will know every risk. 
You don't have to have it spelled out. 

I 'm not suggesting there shouldn't be risk disclosure, or that peo- 
ple shouldn't sign off on it. What I'm saying is that common sense 
will tell you that if you spend 24 hours in day-trading firms, you're 
going to know what's going on. This is very different from where 
people are in the rest of the brokerage business. Because in the 
rest of the brokerage business, you're isolated. You are one cus- 
tomer with one broker, or one customer with an on-line firm, and 
you don't know what's going on. You don't know what the risks are. 

But here you're present and viscerally you know what the risks 
are. You cannot miss the risks if the guy next to you is losing a 
lot of money. You will know what's happening, or someone else 
will. 

Senator Collins. Do you support the NASD's appropriateness 
rule? 

Mr. Cohen. I have gone through that before. I think the dif- 
ficulty with it is that the Securities I ndustry Association has point- 
ed out— and it's important to understand, that day trading, as a 
group, is just a small part of the securities industry, that there has 
never been a test like that in general, that all tests have dealt with 
specific securities. That was the testimony, the recommendation as 
to specific securities. 

ETA would like to have some form of appropriateness test. It 
doesn't think the model that's been given is a good one. The model 
we're suggesting that people look at is the option rule, 2860, the 
NASD option rule, which says that first you give people risk disclo- 
sure, they sign off on the risk disclosure, and then they sign up for 
particular strategies. Because what day trading is, just like option 
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trading, it is a series of strategies. All risky, some riskier than oth- 
ers. 

Senator Collins. I don't see what you could object to in the ap- 
propriateness rule. All it is doing is requiring a day-trading firm 
to sit down with the customer, to get basic financial information, 
to look at whether or not day trading might be an appropriate 
strategy for this individual, to look at their investment goals. 

What's wrong with that? Wouldn't that screen out some of the 
people 

Mr. Cohen. Senator, I 

Senator Collins [continuing]. Who should not be engaging in 
this practice? 

Mr. Cohen. Senator, what I heard 

Senator Collins. Mr. Cohen, I would appreciate you letting me 
finish my question. 

Mr. Cohen. I'm sorry. I thought you had. I apologize. 

Senator Collins. My point is, what is wrong with having an up- 
front screen that would screen out some people for whom day trad- 
ing is clearly inappropriate because of their financial status? 

Mr. Cohen. May I answer now? 

Senator Collins. I would appreciate your answer. 

Mr. Cohen. I was one of those who watched Chairman Green- 
span's testimony on the long-term capital management disaster. He 
made a number of points, one of which was regulation for the sake 
of regulation really doesn't do much good. 

An appropriateness test, in general, is not going to do much good 
if it's blurry and is completely generalized, which is why we have 
suggested focusing on an options test. What I will tell you is that 
these things can have an unfortunate effect, what is known as reg- 
ulatory "creep," which is that when you start off with regulations 
that are blurry to begin with— if you look at the NASDR's regula- 
tion, for example, they say we don't define the word "promote." 
We're not saying who promotes day trading. That's very important. 
They don't define it. They say we're not going to define it. Leave 
it open. 

Well, I think it's a lot less of concern to on-site day-trading firms 
than it is to on-line firms, who I think are in an impossible posi- 
tion, because one of the tests the NASDR has in its suitability pro- 
posal is that you are promoting day trading, even if you do not ad- 
vertise. I think I indicated before from the Discover ad, where the 
advertising is, that even if you don't advertise, if you have any day 
traders. Well, there are on-line firms with a million and a half cus- 
tomers. If one percent of them, one percent, are day trading, doing 
two or three trades a day, that's triple the amount of day traders 
in the day-trading industry. 

So this is a much broader and wider question, which is why the 
Securities Industry Association is opposed to this. What we have 
tried to do is look at it constructively and say let's get something 
that can work. We think the options model is the one that works. 

It's a little hard, frankly, to be criticized— I 'm not suggesting 
you're criticizing— but to ask pointed questions when we're saying 
look at something more focused than more general with regard to 
this. 
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Senator Collins. Let me turn to another practice that troubles 
me. Many day-trading firms have customer lending programs and 
they, in fact, promote and arrange loans from 1 day trader and cus- 
tomer to another. 

Isn't the result of that practice to encourage people who are los- 
ing money to keep on trading? 

Mr. Cohen. Senator, you may have been out for a vote when I 
answered that before, with regard to Senator Levin. He had used 
a very good example of somebody who made money, and I pointed 
out to him that yes, in fact, there are perfectly gcxid reasons why 
one would lend money to someone else. 

First of all, this loan was no risk. These are closed transactions. 
They're not open transactions. So the risks are known. 

The practice of lending money from account to account has gone 
on as long as the securities industry has gone on. It is noted. 
There's a New York Stock Exchange rule, 431(f)(4) that deals with 
it. There are letters of authorization forms that have existed since 
I 've been in practice. So there is nothing special about it. 

One of the problems that this Subcommittee seems to be having 
is building on an edifice that I don't think is there, on a base that's 
there. You're focusing and trying to turn this part of the securities 
industry into something separate from the rest of the industry. But 
every regulation you write has an impact on the rest of the indus- 
try, and that's why you get opposition from the Securities Industry 
Association. 

Senator Collins. I think the problem the Subcommittee is hav- 
ing is that we're very concerned when we hear from State regu- 
lators, from the SRO, from the SEC, that day trading is a real 
problem and that we do need effective new regulations in order to 
ensure that small, unsophisticated investors realize what they're 
getting into, realize how highly risky this practice is, and realize, 
in fact, that they are likely to lose their money. 

Mr. Cohen. I'm sorry. If I may just finish 

Senator Collins. You may respond. 

Mr. Cohen. I'm in agreement with you up to the last five words, 
and that is, yes, it's risky, they should have these disclosures 
made, there are disclosures. I don't think there's a certainty that 
people will lose money in on-site day trading. 

But hopefully, when the study, the real study is done and it's 
over, there will be a much better feel of statistics to argue about 
than we have now. 

Senator Collins. Senator Levin. 

Senator Levin. One of the day traders that we're familiar with 
says the following in their literature, the material that they hand 
out. "Prior experience in trading is not essential to be successful in 
this business, although it is important to understand that all forms 
of investing involve risk in the loss of capital. An investors lack of 
familiarity with securities trading can even be a strong asset, not 
a liability." 

Do you agree with that? 

Mr. Cohen. Yes. 

Do you want an explanation? 

Senator Levin. If you want, sure. 
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Mr. Cohen. Mr. Levitt and I, I guess, share one thing, which is 
age. We were around in the Sixties when there were "gunslingers," 
people who traded the market successfully because they hadn't 
learned any of the lessons of the past, because each market is dif- 
ferent and each thing changes. So not having previous experience 
can be an advantage because you're starting fresh. 

I have gone to day-trading firms. I have sat down with the peo- 
ple. They are more or less uniform, the ones I have seen. They are 
young, they are computer types, people who have grown up with 
video games, and they sit there in half-darkened rooms, like a 
movie theater, looking at screens— it's not something I could do for 
10 minutes, and they can do it endlessly, looking at it. And up 
until the end of the day, they count it as counting points. 

Now, whether or not that is a comfortable style of investing for 
people of my age, I can't tell you. But that's where the world is. 
It's taking advantage of the information edge that is provided by 
this technology in the same way that people took advantage of the 
information edge of Mr. Edison's stock ticker 110 years ago. 

Senator Collins. Senator Levin, would you allow me to inter- 
vene on just one point on that, because I think you've raised a very 
interesting point, and Mr. Cohen's response is interesting to me. 

The NASD has proposed as part of the risk disclosure statement 
that potential clients of day-trading firms receive a statement say- 
ing that day trading requires knowledge of securities markets. So 
would you oppose that statement being included? 

Mr. Cohen. By the time you start day trading, you will have 
knowledge of the securities markets. I don't think we're talking 
about 

Let's see what we're talking about. I don't think Ms. Schapiro is 
going to say we expect you to have taken courses in finance or have 
an MBA, and no one is going to start day trading in an on-site 
firm, day one, without any knowledge of how the business works. 
So I don't think that's a problem for anyone in terms of how the 
markets work. 

Does it mean you could get a job at Goldman Sachs as an analyst 
or a technical analyst somewhere? No. But I don't think that's any- 
body's test. 

Senator Collins. Senator Levin. 

Senator Levin. Do you think these day traders are investors? 

Mr. Cohen. No. 

Senator Levin. Pardon? 

Mr. Cohen. No. It's an approach to the market to make money. 
Some are going to be successful and some won't. 

Senator Levin. Then you don't agree with the part of the state- 
ment I read, which says an "investor's" lack of familiarity 

Mr. Cohen. Senator, the trouble is, when somebody writes arti- 
cles, you can only use so many words for the same thing. An inves- 
tor is one of these 

Senator Levin. This isn't an article. This is the day trader's lit- 
erature. 

Mr. Cohen. "Investor" is a word that is used commonly for any- 
body who trades in the market. It's an old 

Senator Levin. You would agree they're not investors? 
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Mr. Cohen. They're not investors. These are people who are 
traders. 

Senator Levin. Are you telling your members not to describe 
themselves as investors? 

Mr. Cohen. I 'm sorry? 

Senator Levin. Are you telling your members not to describe 
these folks as investors? 

Mr. Cohen. If I'm asked, I 'll tell them to try to find better phras- 
ing. T raders would be better. 

Senator Levin. You're telling your members a number of things, 
though, aren't you? 

Mr. Cohen. When I'm asked. I should point out 

Senator Levin. Aren't you asking them to get risk disclosure 
statements signed? 

Mr. Cohen. Let me answer it in two ways, OK? 

First, I have been counsel to ETA only since August, although 
my views and theirs are the same broad identification. Second, I 
don't see a reason why you wouldn't have them sign risk disclosure 
statements. 

Senator Levin. You are asking them to do that? 

Mr. Cohen. The ETA is asking them. 

Senator Levin. Your client. 

Mr. Cohen. ETA, as my client, is asking its members to have 
day traders sign risk disclosure forms. 

Senator Levin. So when I say "you," I mean you or your client. 

Mr. Cohen. The client. I don't see anything wrong with it, so if 
you want me to identify with it, I will. 

Senator Levin. Good. Your client then is asking its members to 
sign this risk disclosure statement, which is Appendix C in your 
materials. Is that correct? 

Mr. Cohen. Yes. 

Senator Levin. But your client is not asking people to avoid the 
use of the word "i nvestor"? 

Mr. Cohen. Senator, what we will do is, when the NASDR ap- 
proves its appropriateness rule, which I assume is going to happen, 
we will send this to NASDR advertising for review and ask them 
to sign off on it. I don't think they're going to have a problem with 
the word "investor," but if that's a problem for anyone, it will be 
changed to "trader." 

Senator Levin. Relative to that disclosure statement. Appendix 
C, is this something which is required for signature by your mem- 
bers of their customers, or is this just something which is rec- 
ommended to 

Mr. Cohen. It's a trade association recommendation. We don't 
have the power to enforce it. 

Senator Levin. You have the power to do anything you want and 
say "you're not going to be a member of this association unless you 
follow our rules." You can do that, can't you? 

Mr. Cohen. Pardon? 

Senator Levin. Any association can say its members have got to 
live up to the rules. 

Mr. Cohen. Trade associations— and I was at various times asso- 
ciated with membership of the Securities I ndustry Association— ba- 
sically provide recommendations to their members, and beyond 
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that, as long as the member is in good standing, the member stays 
in good standing. So that is a wonderful example, and perhaps you 
ought to apply it to a group that represents hundreds of brokers 
rather than six. 

Senator Levin. My question, though, is this, that you can make 
the adoption of this risk disclosure statement a condition of mem- 
bership of the association. 

Mr. Cohen. I assume we could if somebody thought that was 
crucial to life, yes. 

Senator Levin. All right. Do you know how many of your mem- 
bers in fact require their customers to 

Mr. Cohen. I don't. 

Senator Levin. Do you care? 

Mr. Cohen. Do I care? Yes. I would certainly like to know later 
on. 

Senator Levin. Could you find out for us? 

Mr. Cohen. Oh, absolutely. 

Senator Levin. How many members do you have again? 

Mr. Cohen. We have 6— we have 40-something members, but 6 
are 

Senator Levin. I'm sorry. Forty? 

Mr. Cohen. Forty-something firms. Six are on-site trading firms. 
Those on-site trading firms represent 54 percent of all traders, day 
traders, so far as we know. 

Senator Levin. So 

Mr. Cohen. It is, again, our estimates. 

Senator Levin. I understand. Your estimate is that you represent 
a majority of the day traders. 

Mr. Cohen. Right, and a majority of the day-trading orders being 
placed. 

Senator Levin. I would like to ask you about the informal survey 
that you referred to on page 11 of your testimony. 

Mr. Cohen. Right. 

Senator Levin. You have surveyed certain of its members to ob- 
tain a rough estimate of customer profitability. 

Mr. Cohen. Right. 

Senator Levin. Then you said these estimates were that after an 
initial period of 3 to 5 months of losses, 60 to 65 percent netted in 
the range of $28,000 per month, but the balance of customers los- 
ing $6,000 to $8,000 per month. 

What was the capital investment that that represents? 

Mr. Cohen. I'm sorry. I don't understand the question. 

Senator Levin. Well, how much of $28,000 is what percentage of 
their investment that they have put down in the firm of their cap- 
ital? 

Mr. Cohen. Anywhere between, I would say, 28 and 56 percent. 

Senator Levin. Of their what? 

Mr. Cohen. Twenty-eight and 56 percent. 

Senator Levin. Of their capital? 

Mr. Cohen. Of their capital. I am talking $28,000 a month, 300 
percent a year, current, if you make that kind of money, on 
$ 100 , 000 . 
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Senator Levin. Let me say that the— let's talk about that initial 
period of 3 to 5 months of losses. Let's just focus on that. What was 
the average loss in that 3 to 5 

Mr. Cohen. I didn't— and I apologize for this. I didn't take it 
down to a number, but the understanding I had when I was fin- 
ished was that it was not a significant number. It was a loss num- 
ber, but it wasn't a wipe-out loss number. It was a loss number. 

Senator Levin. Can you provide that to the Subcommittee? 

Mr. Cohen. From our six firms? Yes. 

Senator Levin. Well, whoever you did this informal survey of. 

Mr. Cohen. Yes, absolutely. 

Senator Levin. I mean, you have told us 

Mr. Cohen. Senator, yes. 

Senator Levin. Were you asked for this information by Massa- 
chusetts or by the NASAA? 

Mr. Cohen. I don't— I really have nothing to do with Massachu- 
setts. I 'm not sure. You are talking about ETA being asked by Mas- 
sachusetts? 

Senator Levin. Yes. 

Mr. Cohen. The Massachusetts thing is fascinating in itself. 

Senator Levin. Without getting into that, we had testimony this 
morning that you were specifically asked for the backup informa- 
tion here. 

Mr. Cohen. And we were willing— not with regard to— we are 
talking apples and oranges. 

Senator Levin. Relative to this survey of yours. 

Mr. Cohen. Let me see if we can define it, OK? Massachusetts 
is talking about some comments that the Los Angeles Times ran in 
an article in J anuary in which— and then there was correspondence 
back and forth, ancT I was not the counsel involved in it, between 
Massachusetts acting, I guess, for ETA, acting for the Blue Sky 
people from NASAA and ETA. 

That correspondence is apparently subject to two interpretations. 

I think the Subcommittee ought to look at the correspondence. My 
understanding of it is that the— and that is what is r^lected in the 
written submission— is that ETA offered to submit current informa- 
tion to NASAA with the methodology, which I have actually seen 
the methodology, we can supply it, and NASAA said no. And I 
think Mr. ShelTenberger told you why he said no, because they did 
not want to endorse, as he put it, what the results would be. 

So the second survey that we are talking about is one that is at 
a later point, that I participated in, in this past summer— and I 
don't recall. I think it was in August— in which I spoke to a num- 
ber of the firms and got those responses. 

Senator Levin. I am referring to the informal survey. Were you 
asked by them for any information relative to that informal survey 
that you refer to page 11? 

Mr. Cohen. ETA— I should look at the statement because I think 
we are talking about different things. 

Senator Levin. That is what I want to find out. Are you saying 
to us that that informal survey that you have taken, that you refer 
to on page 11, is not the subject of any request by the 

Mr. Cohen. It says there are— it is actually clearly written as I 
look at it: Earlier this year ETA informally surveyed certain of its 
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members to obtain a rough estimate of customer profitability. Its 
members considered these numbers still to be representative in Au- 
gust. My understanding was that earlier this year, membership- 
one or two of the members had been asked about it— these were 
their numbers. For the purpose of dealing with this as an issue, 
there was a— as part of a phone conference, the subject came up, 
what are the numbers, can I get a feel for the numbers. I rais^ 
the question. These are the responses I got from the particular peo- 
ple. So I am comfortable that is what I was told, and these are esti- 
mates. And the only way anybody is ever going to get comfortable 
with this is to do what ETA now proposes to do, and that is to get 
KPMG or someone else to do a study. 

Senator Levin. But I want to go back to my question. 

Mr. Cohen. OK. Senator, I am told the information has been 
supplied both to the Subcommittee and to the Texas regulator that 
asked the questions. That's what counsel for 

Senator Levin. All right. That answers it. My time is up for this 
round. 

Mr. Cohen. All right. Sorry. 

Senator Levin. Thank you. 

Mr. Cohen. Is that what these lights mean? 

Senator Collins. I apologize for not giving you an explanation, 
and I assumed the staff had done so. 

Mr. Cohen. I thought I was almost boiled. 

Senator Collins. I have another commitment that I have to 
keep. I have asked Senator Levin to proceed with the hearing be- 
cause there are a number of additional areas that we are both 
eager to pursue with you, Mr. Cohen. So I am going to turn over 
the Chairman's gavel to Senator Levin with my thanks. 

I do want to take this opportunity to thank our staffs for their 
very hard work on this hearing and to let people know that the 
Subcommittee's interest, if anything, has only been strengthened 
by the overview hearing today. We will be continuing in an ongoing 
investigation to look at the specific practices of selected day-trading 
firms to gain a better understanding of this day-trading phe- 
nomenon. 

So, with that, I would thank Senator Levin for his willingness to 
continue the hearing in my absence. 

Senator Levin [presiding]. Thank you. Madam Chairman. 

I want to go back to page 11 to understand what it is you are 
telling the Subcommittee. What is the average amount of capital 
that was put up at risk that this net of $26,000 is based on? Is that 
the capital investment of $100,000, 60 to 65 percent, in the range 
of $28,000 a month? Give us an update. 

Mr. Cohen. The $28,000 is a P&L number. Capital is a balance 
sheet number. I mean, they are different things. 

Senator Levin. Right. 

Mr. Cohen. My understanding of capital is that— and this is 
based simply on my understanding, having worked with day trad- 
ers over a period of months, is that capital runs from $50,000 to 
$ 100 , 000 . 

Senator Levin. So you are saying that this informal survey dem- 
onstrated that after an initial period of 3 to 5 months of losses that 
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65 percent profited, in the range of $28,000 per month based on an 
average capital investment of perhaps $50,000 or $100,000. 

Mr. Cohen. Yes. 

Senator Levin. You are going to supply us the data to support 
that estimate? 

Mr. Cohen. I understand data regarding those estimates have 
been supplied to the Subcommittee, but if they have not, I will find 
out from counsel who is doing it. 

Senator Levin. Now 

Mr. Cohen. I would also think it would be useful to wait for the 
KPMG study. 

Senator Levin. That may or may not be useful, but the basis of 
this representation would be very useful to me. 

Mr. Cohen. The representation 

Senator Levin. People who have $50,000 or $100,000 at risk and 
are making $300,000 a year profit, that is an absolutely incredible 
representation that you are making. 

Mr. Cohen. Here is what we wrote. In August, ETA's executive 
committee members considered these numbers still to be represent- 
ative. Please note that these are only estimates. Unlike the NASAA 
report, they do not purport to be scientific. No one is purporting or 
representing these are scientific. This was the feel of the people 
who are running these firms that these were the numbers. 

Senator Levin. You are representing to this 

Mr. Cohen. Absolutely. I am representing that I was informed 
by the 

Senator Levin. Well, let me finish my statement now. 

You are representing to this Subcommittee that the estimates, 
the estimates of certain of your members to get an estimate of cus- 
tomer profitability demonstrates that after an initial period of 3 to 
5 months of losses, 60 to 65 percent of those day traders netted in 
the range of 28,000 per month which is over $300,000 a year, based 
on a capital investment of $50,000 to $100,000. Now, that is what 
you are representing. 

Mr. Cohen. Absolutely. And let me say further that the capital 
issue really is not important because it 

Senator Levin. It may not be to you. 

Mr. Cohen. If the average trade is 700 shares and the average 
NASDAQ stock is $27.15, according to the SIA statistics, you are 
talking about an average trade of $20,000 that somebody holds for 
4 minutes. 

Senator Levin. I understand. 

Mr. Cohen. OK. 

Senator Levin. I am only talking about a return on how much 
money you are putting at risk. That is what I am talking about. 

Mr. Cohen. Well, we have not done it as a return on capital, but 
we have put it as P&L numbers, the way it was written here. 

Senator Levin. I understand. 

I will tell you again, I find that estimate incredible, and I would 
like to see the data that supports it, and I think it is the kind of 
touting 

Mr. Cohen. Well, it will either be or it will not be. 

Senator Levin. I think it is. 

Mr. Cohen. Well, let's wait for the numbers. 
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Senator Levin. Yes. But I think it is the kind of touting— i am 
stating my opinion, i am giving you my estimate now. You are teii- 
ing the worid 

Mr. Cohen. Weii, as a iawyer, when i speak todients 

Senator Levin. Weii, now, iet me finish. Keep $50,000 here or 
$100,000 at risk. Piay with it for a year. You wiil make $300,000— 
no. Two-thirds of you wiii make $300,000. 

Mr. Cohen, i don't 

Senator Levin. That is what you are saying the estimate of your 
members are. 

Mr. Cohen, i think that is what you are saying it says. 

Senator Levin. No, that is what you said. 

Mr. Cohen. Can i use my own words? 

Senator Levin. Now it is your turn. 

Mr. Cohen. Thank you very much. 

What this says is that there is a period of time in which peopie 
wiii iose money, it is part of the normai iearning curve, and that 
after that period, peopie wiii make money, and two out of three wiii 
average something iike $28,000 net a month. That is based on dis- 
cussions i have had with peopie running on-site firms, and i have 
no reason to beiieve that since they are there every day and more 
or iess have a feei for it that those are not correct estimates, but 
we do not represent they are scientific and it says here they are 
not scientific, which is why we are going out to get KPMG to get 
these numbers. 

Senator Levin. You are aiso representing that they consider 
these numbers to be representative? 

Mr. Cohen. Yes. 

Senator Levin. That is a tout. 

Mr. Cohen, it is a tout— if it is inaccurate, i am saying what it 
says here. 

Senator Levin. OK. 

Mr. Cohen. We consider them to be representative. We spoke to 
our peopie. They beiieve they are representative. 

This is a document produced for this Subcommittee. 

Senator Levin, it stiii ought to be accurate. 

Mr. Cohen, it is accurate, so far as i know, and i wouid think 
you wouid want us to give you the broadest possibie read we can, 
which is what we tried to do. 

Senator Levin. Yes. 

Mr. Cohen. Apparentiy, Senator, you have iess probiems with 
the NASAA report written by this guy out of his apartment. 

Senator Levin. Yes. i have a iot of probiems with this report 
here because i do not beiieve you can put $50,000 to $100,000 at 
risk and then over a period of a year, two-thirds of the peopie who 
do that get back a return of over $300,000. i do not beiieve it. 

Mr. Cohen. Senator 

Senator Levin. OK? i just do not beiieve it. 

Mr. Cohen. Weii, that is fair. You 

Senator Levin. You apparentiy do beiieve it. 

Mr. Cohen. You certainiy 

Senator Levin. Do you beiieve it? 

Mr. Cohen, i beiieve it. i certainiy feei you are free not to beiieve 
it, but you aiso might ask yourseif the question why haven't there 
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been any complaints. Why if in fact something like 70 percent of 
people lose money in 6-month periods which mean 20,000 over 3 
years, NASAA, this Subcommittee, the SEC, and the NASD have 
not been inundated with complaints by losing day traders? 

Senator Levin. I think maybe people want to gamble. 

Mr. Cohen. Well 

Senator Levin. If people want to gamble, you say they ought to 
be free to do so. 

Mr. Cohen. The American— I haven't said that at all. What we 
have said is this is not gambling, that the people who trade in this 
market— Senator, I do not know what your previous profession 
was. You are good at it. I assume you were a lawyer. But this is 
not gambling. 

Senator Levin. See, you made another assumption here. That I 
was good at it. [Laughter.] 

Mr. Cohen. I have often been criticized for criticizing people, but 
to be criticized for praising somebody is a little different, but it is 
Washington and I am not used to it. 

I do not know if you were here when we talked about it, but the 
opening of my statement, I said that day traders do not regard this 
as gambling. That is a quote that is in the newspapers. That is 
something you can find. The people who do it do not think they are 
gambling. They think they are using informational edges in order 
to trade successfully. 

Senator Levin. I would like to go to another statement of yours 
on page 17 of your testimony, where you say day trading is not 
gambling. 

Mr. Cohen. Yes. 

Senator Levin. You say the majority of those who day-trade after 
training do not lose money. 

Mr. Cohen. Yes. 

Senator Levin. What is that based on? 

Mr. Cohen. That is based on the same survey. 

Senator Levin. This same unscientific survey? 

Mr. Cohen. This same unscientific survey. 

Senator Levin. I do not see all of those qualifiers next to your 
statement here. 

Mr. Cohen. Senator, I kind of feel that when people read the 
document, they read it as a whole, but that may well be a failing, 
and I will footnote things in the future. 

Senator Levin. No, I think 

Mr. Cohen. When I write Law R&/iew articles, I put footnotes 
after every sentence, so 

Senator Levin. That is the kind of unqualified statement which 
people believe. 

Mr. Cohen. Well, if they don't read the whole thing. 

Senator Levin. Most people do not read 25 pages of testimony. 
They will look at one flat-out statement. The majority of those who 
day-trade after training do not lose money. That is what they hear. 

Mr. Cohen. I was here this morning sitting in the audience 
when somebody quoted something out of context that I said in an 
article that I wrote. So I know people on this Subcommittee cer- 
tainly don't read entire articles. 
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Senator Levin. Well, are you saying that that is out of context, 
what I just read? 

Mr. Cohen. What I am saying is that my article was out of con- 
text as it was quoted, and what this says, if you refer back to part 
of the summary— it is part of the summary, which I think fairly 
said means if it is part of a summary, you go back to the full text 
where it is referred to. 

Senator Levin. OK. You are going to let the Subcommittee know 
what percentage of your members require your Exhibit C to be 
signed by their members. Is that something you are going to give 
us? 

Mr. Cohen. Yes, sir. 

Senator Levin. If you have not already given us the material 
that supports this unscientific survey of yours, you are going to let 
us have the background material for your conclusion about netting 
$28,000, two-thirds of the people per month. 

You also indicated that you would supply to the Subcommittee 
what were the losses during the 3-to- 5-month period. 

Mr. Cohen. I don't recall you asking that, but if it is part of the 
same stuff, it is all the same material. So it should be 

Senator Levin. Would you do that 

Mr. Cohen. Yes. 

Senator Levin [continuing]. If I did not ask for it? I will ask for 
it now. 

One other question. You said that after training, you indicate 
that the majority of those who day-trade based on that informal 
surv^ are now saying that they do not lose money. Does that 
training include the 3 to 5 months of losses? 

Mr. Cohen. Yes. 

Senator Levin. You consider that part of training? 

Mr. Cohen. Yes. That is part of the learning process. I could 
have used a different phrase. I apologize for the phrasing. It could 
have been after the learning process, but everybody is always 
learning. 

Senator Levin. You also have training before the 3 to 5 months 
begins, don't you? 

Mr. Cohen. Senator, let me answer it this way. A lot of people 
who come into day trading have traded previously. There was a 
Ne/v York Times article that said professionals are coming to the 
business. So they presumably start trading day one with a vast 
amount of skill and experience. If we are talking about people who 
have not traded before, what we are talking about in their case is 
this 3-to- 5-month period, which includes training and actual trad- 
ing. 

Senator Levin. I guess my question is: You do training prior to 
the actual trading? Does some of the training that you are referring 
to take place before the actual 

Mr. Cohen. I believe firms train people who have not been in the 
market before, that they have training programs. They certainly 
have training programs. I cannot tell you whether every on-site 
firm has got one. 

Senator Levin. If in fact your survey is accurate that most people 
lose money in the first 3 to 5 months, assuming you are accurate 
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on that, would you be willing to have your risk disclosure state- 
ment notify people that most people lose money for 3 to 5 months? 

Mr. Cohen. I think it says it now, but I haven't gone back over 
it. 

Senator Levin. No. I do not think it says quite that. It says you 
can lose money. I am asking 

Mr. Cohen. I thought it says— well, I apologize. I am not able 
to find it, but I do not have a problem if that is your question that 
people lose money in the first 3 to 5 months. 

Senator Levin. That most people. 

Mr. Cohen. That most people. 

Senator Levin. You do not have any problem in modifying your 
statement? 

Mr. Cohen. I don't see a reason not to. 

Senator Levin. Good. 

Mr. Cohen. By the way, that, of course, goes well beyond the 
risk disclosure of the NASDR, but we are well beyond where the 
NASDR is. 

Senator Levin. I think that would support that claim if you did 
that. 

We want to thank you and the other witnesses for appearing 
today. The hearing will be recessed. We will now adjourn this hear- 
ing because it is the first of a series of hearings. 

Again, I want to thank our Chairman for her leadership here. We 
are getting into an area which I think all of us would acknowledge 
as an extremely important area to consumers, and I think you also 
would acknowledge that, Mr. Cohen, even though there is obviously 
a difference here that this is a very important area to consumers. 

I think that on that, you would not disagree. 

Mr. Cohen. What I would say— thank you for the opportunity at 
least to comment on it. The consumers I would be concerned about 
are the online as opposed to the on-site people, and what I would 
say is it depends where you look in the telescope. What I am look- 
ing at the telescope is the on-site day traders are providing enor- 
mous benefits to consumers, the average guy throughout the mar- 
ket. 

Senator Levin. I thank all of our witnesses for coming forward. 

One other question, just for you and the other witnesses, if we 
still have them here. If we have additional questions for the record, 
whether you would be willing to answer those questions? 

Mr. Cohen. Of course. ^ 

Senator Levin. I do not know if our other witnesses are all here. 

Mr. Hildreth. Yes. 

Senator Levin. Thank you all. 

Mr. Cohen. Thank you. 

Senator Levin. We will stand adjourned. 

[Whereupon, at 1:10 p.m., the Subcommittee was adjourned.] 


iSee Exhibit No. 9 on page 228 in the Appendix. 
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APPENDIX 


Testimony of Aithxir Levitt 
Chainnan 

Untied States Securities and Exchange Commission 
Concerning Day Trading 
Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
Washington, D.C. September 16, 1 999 

Cliairman Collins, Ranking Member Levin, and Members of the Subcommittee: 

I appreciate the opportunity to appear before this subcominitiee today to discuss the 
recent developments in day trading and the concerns raised by day trading, and the current 
initiatives to address these concerns. The Securities and Exchange Commission (“Conmiission”) 
has been actively monitoring this novel trading strategy and I commend the Chairman, the 
Ranking Member, and Members of the Subcommittee for holding these timely hearings. 

L IntroductioD 

Technology developments, in recent years, have had a fundamentaJ impact on securities 
markets. New systems and the explosive growth of the Internet Lave provided millions of 
Americans with unprecedented access to these mar kets and introduced many new investors to the 
benefits of investing. Technology and the Internet are valuable tools for investors, who can now 
monitor, manage, and trade their own portfolios. Investors have access to a wealth of 
information, which enables diem to make their own investment decisions. These developments 
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have also had a great impact on the securities markets by mcrcasing market liquidity and 
transparciicy. 

Technological advances have also fostered the development of a new kind of broker- 
dealer. These linns promote day hading, which discards many established investing principles, 
such as choosing securities to buy and seU based upon company fundamentals and performance. 
This new trading phenomenon, while well-publicized, is relatively limited in its reach, with the 
number of day traders estimated to be less than 7,000. By comparison, there are close to SO 
million individuals that own stock and more than 5 million investors using the Internet for 
brokerage services. The Commission also does not believe that day trading currently presents 
systemic problems for our markets. 

Nevertheless, the Commission is well aware of the potential for individuals to be seduced 
by promises of easy profits by day trading without ftdly understanding the risks. Investors 
should understand that day trading involves significant risk of loss, and that they should not trade 
with funds they cannot afford to lose. Accordingly, in pursuit of the Commission’s mission to 
ensure .fair and orderly markets, and to protect investors, our regulatory, examination, and 
enforcement staff are looking closely at the activities of firms that promote day-trading activities. 
The Commission achieves its mission through the application and enforcement of a regulatory 
scheme based largely on full and fair disclosure. Further, (he Commission’s investor education 
efforts reinforce the most important message about day trading - that it is very risky. We are 
diligently pursuing those firms that do not fully comply with the securities laws. Ultimately, 
however, if full disclosure is made, the securities laws do not prohibit day trading. 

This testimony is designed to inform the Subcommittee about the differences between 
day trading and other types of electronic, or on-line trading, the Commission’s principal 
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concerns about day-trading activities, and some initiatives taken by the Commission, the self- 
regulatory organizations ("‘SROs”) and the industry to address these concerns. 

II. What is Day Trading? 

The practice of marketing day trading on a retail basis appears to have started about three 
years ago when advances in computer software allowed individuals to have direct links to the 
securities markets in a way previously available only to registered professionals- Because the 
level of individual trading activity varies across a wide spectrum, it is difficult to clearly define 
“day trading” or “day trader.” On one end of the spectrum lie investors who trade occasionally — 
sometimes on-line — and hold their investments for the longer term. Moving along the spectrum, 
an increasing number of individuals use their on-line accounts both to invest longer term and to 
trade short term on momentum or small changes in the price of a stock. On the far end of the 
spectrum are so-called “day traders,” who exclusively buy and sell stock rapidly throughout the 
day trying to make money on short-term market moves. 

A fundamental distinction between a day trader and a more traditional retail investor who 
manages investments on-line is the kind of broker-dealer through which he or she trades. The 
typical broker-dealer the Commission identifies as a day-trading firm advertises the day-trading 
services it offers along with the benefits of day trading, and solicits individuals to become full- 
time day traders. Most day-trading firms also teach individuals to engage in strategies based on 
rapid-fire buying and selling of price-sensitive stocks and then encourage these individuals to use 
this strategy on an ongoing basis. For a fee, some firms —or thcii affiliates — provide training on 
how to make money trading on small price movements. Day -trading firms also firequently 
provide their traders with proprietary software and systems that analyze and chart activity in 
particular stocks. Typically, day-trading firms ofer these services at on-site trading facilities. 



58 


rather than through Internet web sites. On-line firms, by contrast, merely offer an electronic 
order entry service to their customers and do not cm:ourage the use of any partictilar trading 
strategy. 

A second distinction between traditional brokerage and day-trading firms is that day- 
trading films provide individuals with “real time” links to the major stock markets and the 
Nasdaq. These linkages give individuals substantial market infonnation not readily available to 
the average retail investor and provide direct entry to the firms’ order processing systems. This 
direct access to market-operated order execution systems allows these individuals to send their 
orders to a particular market or market maker. Through fiiese systems, day traders can receive a 
trade execution within seconds. 

While on-line and traditional retail brokerage firms often provide real-time quotation 
infonnation, they do not provide the linkages that day-tiading firms do to markets and market 
makers that allow individuals to make their own order routing decisions.^ Instead, traditional 
and on-line firms’ systems have pre-set algorithms that deteimine where a customer’s order is 
routed for execution. 

Although broker-dealers arc not required to identify themselves as “day-trading firms,” 
62 broker-dealers, with2S7 branch offices, were recently characterized as day-tra ding firms by 
the North American Securities Administrators Association ("NAS AA”).^ The Commission 


A few on-line firms arc beginning to offer (heir customers services that allow those 
customers to make their o%vn order routing decisions. However, these services are not 
promoted as tools for day trading. 

See KASAA, Day Trading Project Group Report, August 9, 1999. 
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estimates that the number of day-trading firms, in fact, exceeds 1 00, and believes that there are 
approximately 5,800-6,800 persons trading full time through day-trading firms. ^ 

in. Organization of Day-Trading Firms 

Day-trading firms are typically organized in one of two ways. Most day-trading firms — 
like most other broker-dealers — have customers who open accounts with the firm and use the 
assets in their own accounts to trade. These day-trading firms are registered with the 
Commission and are members of the National Association of Securities Dealers (‘‘NASD’’)- As 
such, they are subject to all Commission and NASD rules. 

Other day-trading firms choose to organize as entities such as limited liability companies 
(“LLCs”), which sell interests in the firm to individuals wishing to day trade. These firms are 
registered as broker-dealers, but because individuals who day trade at these firms are part owners 
of the day-trading firms, they are not considered “customers.” Instead, these individuals are 
“associated persons” of the firm. The day-trading firm allows these individuals to trade using a 
portion of the firm’s capital often an amount tied to the amount of each individual’s coital 
contribution. 

There are several implications of day traders being part owners of the firm, rather than 
customers. First, although the firms are registered as broker-dealers with the Commission, day- 
trading firms organized as LLCs can avoid becoming NASD members, and are therefore not 
subject to NASD rules. Rule 15b9-l under the Securities Exchange Act of 1934 (“Exchange 

^ The Electronic Traders Association (“ETA”) — a national association that represents 

order entry and other related firms — estimates that there are 4,000 to 5,000 day traders. 
The eta’s estimate, however, does not include individuals associated with limit ed 
liability companies affiliated with the Philadelphia Stock Exchange ("Phlx”). The Phlx 
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Acl”)'^ exempts a broker-dealer from the requirement of being a NASD member if the broker- 
dealer does not have customer accounts and is a member of a national securities exchange. 
Although this exemption was intended primarily for exchange specialists, a number of day- 
trading firms are organized as LLCs and are using this exemption as a means to maintain 
membership only in the Phlx. About 1 2 to 15 day-trading firms are currently members only of 
the Phlx. Second, as discussed further below, day traders who trade a firm’s capital can lawfully 
use leverage significantly beyond the levels permitted by the customer marg in requirements 
promulgated by the Board of Governors of the Federal Reserve System (“Federal Reserve”) and 
the SROs. 

rV. Risks and Concerns Raised by Day Trading 

Investing in securities always involves some degree of risk. The critical issue is whether 
the investor fully understands the level of risk he or she is assuming. While technology provides 
innumerable benefits to investors by making trading easier and faster, new and relatively 
inexperienced investors may be using this technology to trade in ways that do not match their 
goals and risk tolerance. The Commission believes that the riskiness of day-trading strategies 
must not be hidden. While individuals should be allowed to make their own investing and 
trading decisions, they need a clear and complete understanding of what the risks are so that they 
can make an informed decision. 

The Commission’s mission is to preserve market integrity by promoting fair, orderly, and 
transparent markets, and to protect investors. An essential component of market integrity is 

represents that there are approximately 1,800 day traders associated with Phlx member 
day-trading finns. 

'' !7CFR240.1Sb9-l. 
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investor confidence. Investors lose confidence when misleading infonnation and exaggerated 
claims are allowed to go unchecked. Accordingly, the Commission supports efforts to ensure 
that day traders completely understand the risk implications of their trading decisions, and 
understand that a day-trading strategy carries high costs. Day traders invariably generate hefty 
commissions and often pay fees for computer and other electronic services. Consequently, they 
need to make significant profits simply to cover fiie costs of their trades. If day traders are 
adequately apprised of the risks of their day-trading strategy, the Commission believes that 
individual day traders bear responsibility to make sure that they do not trade with funds they 
cannot afford to lose. 

'fhe Commission staff is currently undertaking examinations of more than 40 day-trading 
firms.^ Day-trading firms are registered broker-dealers and, as such, must comply with a 
panoply of Commission and SRO rules. These firms and their piincipals can be held liable for 
violations of the securities laws. Our examinations preliminarily indicate that some day-trading 
firms are not in compliance with applicable rules and regulations. To date, however, we have 
not found marked and widespread fraud by these firms. Nonetheless, we have concerns that 
some day-trading firms may not maintain adequate books and records, or comply with the 
broker-dealer capital rule, the short sale rule, or margin, requirements. These rules are important, 
and the Commission will vigorously pursue any firms that violate them. 

We discuss in greater detail below the Commission’s areas of concerns about day-trading 
firms’ operations and the current initiatives to address these concerns. 


The NASD has also inspected over 20 day-trading firms. 
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1. Disclosure and Advertising Practices 

Hie Commission has concerns about the disclosure and advertising practices of broker- 
dealers that promote day trading and provide facilities for day traders. We also have concerns 
about some web sites sponsored by unregistered persons that are catering to day traders by 
providing them with “hot tips” and “expert advice.” 

The Commission’s partnership with the states is a critical part of our efforts in this area- 
A number of states have been leaders in pursuing false and misleading infonnation disseminated 
about day trading — not only as a potential violation of securities laws, but also as a violation of 
state consumer protection laws. 

The Commission’s concerns are more folly discussed below. 

a. Promotion of Day Trading by Registered Broker-Dealers 
Certain of the disclosure and advertising practices of day-trading firms raise concerns 
under the federal securities laws. Deceptive advertising can be a violation of the antifraud 
provisions of the federal securities laws. It can also violate the NASD’s rules prohibiting 
exaggerated, unwarranted, or misleading statements or claims and requiring members to observe 
just and equitable principles of trade. Because the Co mmi ssion believes that firms should not 
give day traders unrealistic expectations about the potential to profit and should provide day 
traders with a full explanation of the risks of their trading activities, our ongoing examinations 
are focused on identifying advertising and other promotions that are inconsistent with the 
antifraud provisions or NASD rules. 

Day-trading firms use various fo rms of advertising to soUcit potential customers. 
Newspapers, magazines, and web sites are among the most popular advertising mediums. These 
firms promote to potential day traders such benefits as “maximum leveraged capital of 10 to 1,” 
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‘'state-of-the-ait trading systems,” “afler-houxs trade execution ciipability,” ‘‘ma xim um profit 
potential,” and “training by experienced professionals.” In some cases, firms claim to offer 
services that they do not actually provide. The Commission is most concerned -with unbalanced 
advertising and exaggerated claims of profitability, in other words, advertisements that detail the 
benefits of day trading without disclosing the associated, risks and costs. In some cases, 
representations by day-trading firms that promise profits without disclosing the inherent risks of 
the day-trading strategy, including available information on probability of profit, may rise to the 
level of fraud. 

The Commission staff recently reviewed the risk and related disclosures on web sites of 
more than 20 day-trading firms. Many of these sites had little or no risk disclosure, and some 
contained statements that were not fulsome about, or even downplayed the risks associated with, 
day trading. Nevertheless, half of the web sites had considerable disclosure about those risks. In 
our ongoing examinations of these firms, we are evaluating whether other materials that are 
given to customers include exaggerated or misleading claims as well as the adequacy of risk 
disclosure. 

We are also coacemed about the promotion by some day-trading firms of lending 
between day traders to cover margin deficiencies without fully disclosing all of the risks. This 
practice is often referred to as journaling. Regulation T, which governs extensions of credit by 
and to broker-dealers,"^ provides that a finn may arrange for the extension of credit to or for any 
customer by any person, provided the broker-dealer does not willfully arrange credit in violation 

^ Section 7 of the Exchange Act prohibits broker-dealers and other persons from extending 
credit in contravention of the rules and regulations promulgated by the Federal Reserve. 
In accordance with its statutory authority, the Federal Reserve promulgated Regulation T 
“to regulate extensions of credit by broker-dealers.” 12 CFR 220. 
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of Regulations U or X7 Traditionally, journaling has been used in rare instances when one 
individual — often a relative — agrees to cover the margin deficiencies of another individual. 
Typically, these loans are made on an overnight basis to traders who would otherwise face a 
margin call. The borrowers are typically charged interest of one-tenth of 1 percent daily, which 
amounts to 36.5 percent on an annual basis. The increasing use of journaling raises significant 
concerns, particularly if day-trading firms are actively promoting such leading between 
customers without fiiHy disclosing all of the risks to both lenders and borrowers. It also raises 
the concern that some day traders may not fully tmderstand that they are trading beyond their 
own means. 

b. Advertising by Unregulated Web Sites 

The Commission is also concerned about web sites that, although not operated by day- 
trading firms, are trying to capitalize on the day-trading phenomenon. These sites offer, for a 
fee, so-called “expert investment advice.” Often the sites will provide stock recommendations 
on a daily basis to day traders. Many of these sites feature prominent advertising that trumpets 
the potential rewards of day trading by use of their recommendations. These sites rarely make 
sufficient risk disclosure. Whether these sites are operating as unregistered investment advisers, 
however, depends on the facts and circumstances of a particular case.® Some of these web sites 
may provide the type of individualized investment advice that could be covered by the 
Investment Advisers Act of 1940. 

^ 12CFR220,13. Regulation U applies to margin stock credit extended by banks and 

persons other than broker-dealers. Regulation X requires that credit obtained within or 
outside the U.S. comply with Regulations T and U. 

* In Lowe v. SEC, the U.S. Supreme Court held that a publisher of a securities newsletter 
which provides impersonal investment advice and commentary to subscribers was not 



Leverage is a CQmmon element in day-trading firms’ and their customers’ trading. In 
general, both the broker-dealer net capital rale and customer margin requirements limit leverage, 
'fhe relative importance of these rales to day traders is directly related to the structure of the firm 
through which they trade. 

When a firm has customers who are day traders, those customers may only day trade in 
margin accounts. In addition, the firm may only lend to fiiese customers in compliance with both 
the initial margin requirements of Regulation T and the maintenance margin requirements under 
SRO rules. Regulation T allows broker-deeicrs to lend to their customers up to 50 percent of the 
initial purchase price of stock (‘‘indtial margin”). After the initial purchase, the SROs’ margin 
rules require customers to maintain equity in their accounts equal to at least 25 percent of the 
value of the stock held in the account (“maintenance margin”). 

Margin requirements are calculated at the end of each day. Accordingly, to comply with 
Regulation T, a customer must have on deposit in his or her margin account equity (consisting of 
cash or fully paid securities) equal to 50 percent or more of the purchase price of any stock 
purchased that day and still held in the account at the end of the day. To comply with SRO 
maintenance margin requirements, a customer must leave on deposit in his or her margin account 
equity equal to at least 25 percent of the value of stock held in that account at tlie end of the 
trading d^. 


coveredby the Investment Advisers Act of 1940. 472 U.S. 181 (1985). 
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Because njargin requirements are only calculated at the end of each day , a day trader* 
who has no positions in his or her account at the end of the day would have neither an initial 
margin nor a maintenance margin requirement, asstmiing no losses in the account. Nonetheless 
the day trader and, to the extent credit is extended, the fhm are at risk during the day. 

To address this risk, the SROs established separate margin rules for day traders, which 
require day tradcis to demonstrate that they have the ability to meet the initial margin 
requirements for at least their largest open position during the day. More specifically, these rules 
require a customer to deposit in his or her account at the end of tlie day, the margin that would 
have been required under Regulation T (i.e., the SO percent initial margin requirement) if the 
customer had not liquidated the positions during the trading day."* 

If a customer’s account is below the initial or maintenance margjn minimums, the broker- 
dealer must ask the customer to deposit additional cash or .securities to satisfy the margin 
deficiency. This request is known as a margin call. Customers typically have 15 da)'s to meet a 
margin call. Customers who are day traders, however, only have 7 days to meet a call for 
additional cash or securities. 

One purpose for establishing margin requirements was to prevent broker-dealers fiom 
lending too much money against collateral whose value had the potential to fall qmckty {Le., 
stock). While margin requirements are designed to protect the financial integrity of broker- 
dealers that provide credit, they also protect customers &om taking on too much leverage. 
Accordingly, the Commission has concerns when fimis fail to comply 'with margin requirements 

’ Under SRO rules, a day trader is a person who buys and sells the same security on the 

same day at least three times in a c^endar year. 

“ See, e.g. , New York Stock Exchange Rule 43 1 (f)(S)(B). 



67 


or fail to adequately disclose the risks and costs associated with borrovving money. The 
Commission’s staff has found isolated instances where day-trading firms appear to have failed to 
comply wdth margin requirements or properly disclose terms and conditions of loans in 
contravention of SEC rules.’ ^ We continue to scrutinize these issues. 

As mentioned above, when day-trading finns are organized as LLCs and individual day 
traders contribute to the firm’s capital, the day traders are permitted to trade using the firm’s 
capital. These LLC firms typically participate in joint back office (“JBO”) arrangements, which 
allow them to enhance their borrowing power.“ JBO arrangements have become popular 
because they allow day-trading firms to receive preferential margin treatment from their clearing 
firms. Specifically, a day-trading firm that participates in a JBO arrangement can receive credit 
from its JBO clearing firm on “good faith” terms. As a result, the customer margin reqinrements 
found in Regulation T and SRO rules do not limit the extension of credit to a JBO participant 
Rather, credit can be extended for up to 100 percent of the purchase price of the securities. As 
discussed below, the SROs have proposed revisions to their rules that would make these JBO 
airangemcnts more difficult to use. 

Because of the borrowing power permitted by JBO arrangements, the leverage of day- 
trading firms organized as LLCs is limited only by the net capital rule. This essentially allows 
firms to leverage their position 6 to 1, rather than the 2 to 1 leverage aHov/ed day traders under 
SROs’ rules. 

” SeeExchangeActRulelOb-ie, 17CFR240,10b-16. 

Section 220.7(c) of Regulation T authorizes the creation of JBO arrangements. These 
JBO airangemcnts permit “a creditor [to] effect or finance transactions of any of its 
owners if the creditor is a clearing and servicing broker or dealer owned jointly or 
individually by other creditors.” 12 CFR 220-7(c). 
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3. Unregistered Broker-Dealer and Investment Adviser Activities 

Some day-trading firms are reportedly encouraging individual day traders to take on 
“partners” or other third parties from whom the day traders would obtain additional funds for 
trading. Depending on the facts, these activities could be characterized as unregistered broker- 
dealer or investment adviser activities. The definitions of broker and dealer under the Exchange 
Act are very broad and could potentially encompass these day traders’ third party activities. 
Specifically, an individual who “is engaged in the business of effecting transactions in securities 
for the account of others” (t.e. a broker),*^ or an individual -who is “^engaged in the business of 
buying and selling securities for his own account” (i.e.. a deaicr),^^ would be required to register 
as a broker or dealer under Section of the Exchange Act. To the extent that individuals 

are handling funds and securities for others, receiving transaction-based compensation or 
purchasing securities for third parties, they may be acting as “brokers” or “dealers.” 

In addition, while investment advisers with less than $25 million of assets under 
management do not have to register with the Commission, they may have to register in one or 
more states. Some states have found that individuals at some day-trading firms were operating 
as imregistered investment advisers. 

4. Short Sale Rule ViolatioDS 

Selling short is a trading strategy that enables an investor, who believes that the price of a 
security will decline, to profit from the security’s decline by selling the security without actually 

Exchange Act § 3(a3(4), 1 5 U.S.C. 78c(a)(4). 

Exchange Act § 3(a)(5), 15 U.S.C. 78c(a)(5). 

Exchange Act § 15(b), 15 U.S.C. 78o(b). 

See In Re Day Trade, Inc., et aL. (Tex. SSB Ref. 98-020) (April 6, 1998). 


16 
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owning it. If the security’s price does decline, the investor can purchase the security at the lower 
price to deliver to the initial purchaser {i.e., “cover** the short position). If, however, the 
security’s price rises, the investor v/ill have to pay the higher price to cover his short sale and 
thus incur a loss on the transaction. 

The short sale rule prohibits investors from selling an exchange-listed stock short unless 
the stock’s last trade was at the same price or higher than the previous trade — the uptick rule. In 
addition, firms that sell a stock short or allow their customers to sell short must first make sure 
that the shares can be borrowed or that delivery of the securities can be made to the purchaser by 
the settlement dateJ’ Although the Commission’s short sale rule does not prohibit short selling 
of Nasdaq stocks, the NASD’s rules do.^* 

There have been reports of day traders executing short sales in violation of the short sale 
rule. Examinations preliminarily indicate that some firms may be deliberately circumventing the 
short sale rule by falsely designating trades as “long” sales when they are actually short sales. 
This is an area of focus in the Commission’s inspections of day-trading firms. 

In addition, under the Exchange Act registered broker-dealers have a duty to supervise 
their associated persons with a view to preventing violations of the federal securities laws. In the 
case of firms that arc formed as LLCs, day traders are associated persons. Therefore, these LLCs 
have a responsibility to ensure that their traders fully comply witli the securities laws. 
Accordingly, if a day trader who is trading an LLC firm’s capital is found to violate any 

See Exchange Act § 10(a), 15 U.S.C. 78j(a) and Exchange Act Rule lOa-1, 17 CFR 
240.10a-l; and Exchange Act Rule lOa-2, 17 CFR 240.10a-2. .See also New York Stock 
Exchange Rule 440B. 

See NASD Rule 3350. The NASD’s short sale rule applies only to National Market 
System securities and prohibits short sales of such securities at or below the current best 
(inside) bid when the current best (inside) bid as displayed on Nasdaq is below the 
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provision of the federal securities laws, the firm itself could potentially be held responsible and 
sanctioned by the Commission. Our examinations have found that day -trading firms do not have 
strong si^rvisoiy structures in place, and in particular, may lack the surveillance systems 
needed to prevent and detect short sale violations by day traders.'^ 

When day traders are trading using the firm’s capital, and the firm’s aggregate position in 
a stock is “short,” the firm must ensure that no trader at the firm executes any trade that violates 
the short sale rule. In other words, a firm must have procedures designed to prevent a trader 
from selling on a down tick vdien the firm’s aggregate position in the stock is short The 
Commission found that traders at some LLC firms do not have access to the firm’s aggregate 
position, and would therefore be unable to determine whether they were complying with the 
short sale rule. 

Overall, the Co mmis sion has concerns that many day-trading firms may not be 
complying with the short sale nile and, further, some may have no mechanism for ensuring 
compliance with this rule. 

V. Commission, SRQ an d In dustry Initiatives 

1. Revising Exchange Act Rule I5b9-1 ^^ 

Broker-dealers that are members of a national securities exchange currently do not have 
to become members of the NASD if they do not have customer accounts. A number of day- 
trading firms have taken advantage of tius exemption and arc members only of the Phlx. The 


preceding best (inside) bid. 

In the case of day-trading firms that are not organized as LLC, day traders are customers 
rather than associated persons. Therefore, fliese firms do not have a duty to supervise 
their day-trading customers. 

17CFR240.15b9-l. 
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Commission staff is considering revisions to this exemption, found in Rule 1 5b9- 1 , to require 
day-trading firms conducting off-floor activities to become members of the NASD and comply 
with NASD rules. We are considering this revision because we do not think the existing rule 
structure of the regional exchanges is well-suited for the day-trading business. By amending 
Exchange Act Rule 1 5b9-l, all day-trading firms would be subject to NASD rules. 

Rule 15b9-l was intended to exempt exchange specialists from the requirement under 
Exchange Act Section 1 5(b)(8)^‘ that a broker-dealer be a member of a national securities 
association. Of course, in adopting any change to the exemption in Rule 15b9-l, we will be 
careful not to interfere unduly with the valuable market making functions firms, such as 
specialists, provide to exchanges. 

2. Leverage Issues 

The Commission and the SROs are reviewing the broker-dealer financial responsibility 
rules and margin rules to determine whether these rules should be modified or enhanced to better 
address the increase in day trading. The Commission is also studying credit risk practices at day- 
trading firms to deter min e whether the firms are applying prudent credit risk procedures when 
setting trading limits for customers. 

• Loans Between Customers 

The Commission is reviewing the use of customer-to-customer unsecured loans (f. e . , 
jou rnaling ). While lawful, we are concerned about this practice, particularly where broker- 
dealers are actively facilitating these loans. The Commission is evaluating the adequacy of the 


15U.S.C. 78o(b)(8). 
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disclosure made to lenders and borrowers to ensure that it adequately discloses the risks to both 
parties. 

In addition to the disclosure issues, we are looking at these customer-to-customei loans 
that are used to satisfy day traders’ margiii requirements. Rather than serving as a guarantee 
between accounts, these customer-to-customer loans often take the form of a letter of 
authorization, where the lender agrees that it will make &nds available to the borrower for the 
purpose of meeting margin calls. Generally, these unsecured loans between customers do not 
violate margin regulations. The Commission and the $ROs, however, do not believe that relying 
on these letters of atithorization is a prudent credit practice. Instead, lenders should be required 
to commit to transfer funds if, for example, there is a loss in the borrower’s account. 

Some market participants are also concerned about this practice. It was recently reported 
that Spear, Leeds & Kellogg, a broker-dealer that clears trades for some day-trading firms, is no 
longer willing to engage in the practice of journaling for its correspondent firms. 

• SRO Actions on Margin and Capital 

As part of the Commission’s and SROs’ overall review of day-trading firms, the New 
York Stock Exchange (“NYSE”) recently issued an Information Memorandum reminding 
broker-dealers that they are required to maintain sufficient net capital at all times, not just at the 
end of the day.“ This means that day -trading ftnus organized as LLCs must be able to 
demonstrate tiiat they have sufficient net capital for intra-day positions, even if the intention of 
the firm is to liquidate or cover the positions before the end of the same day. Accordingly, a firm 
must develop procedures for closely monitoring the day-trading activities of its day-trader 


22 


NYSE Interpretation Memorandum No. 99-8 (August 1999). 
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members to ensure that the firm is not leveraged beyond what is permitted under the 
Commission’s net capital rule. 

Generally, the net capital rule requires broker-dealers to fake a capital charge if a 
customer fails to meet a margin call. With respect to outstanding margin calls in customer day- 
trading accounts, the Commission is working with the NYSE on an Information Memorandum 
that will remind broker-dealers that they must take a capital charge for outstanding special 
maintenance margin calls associated with day-trading accounts. The Memorandum wiU clearly 
state that a capita] charge applies to day-trading margin calls as well as other types of margin 
calls. The Notice also will remind firms that they should be taking this capital charge even for 
margin calls on day-trading positions that were liquidated at the end of the day. 

In addition, the NASD, in December of 1 998, released a Notice to Members clarifying 
member understanding of margin calculations, under Regulation T and NASD Rule 2520, for 
day-trading and cross-guaranteed accounts.^ Further, the Notice to Members clarified that 
members must be in compliance with the Commission’s net capital requirements under 
Exchange Act Rule 1 5o3-l 

Specifically, the NASD stated that customers may day trade only in margin accounts 
because day trading in a cash account could amount to fiee riding (i.e., purchasing a security and 
then selling it without having paid for the purchase). Thus, day-trading firms must be in 
compliance with both Regulation T and NASD margin rules at all times. This requires day- 
trading firms to perform two separate calculations for each customer, one for Regulation T and 

“ NASD Notice to Members 98-102 (December 1998). 




17CFR240.15c3-l. 
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one foi the NASD rule, at the end of each day. Moreoyer, the NASD reiterated that just because 
broker-dealers must calculate customer margin at die end of each day docs not mean that they 
can disregard intra-day risk and that they may impose margin calls based on intra-day 
calculations. However, broker-dealers may not grant additional buying power to customers on 
the basis of intra-day calculations. 

• Capital Contributions 

In response to day-trading firms organized as LLCs, the Commission staff is preparing a 
letter to the SROs to restate the Commission’s position that an investor must make a long term 
investment in the broker-dealer before fiiat investment may be included in the firm’s net capital. 
Under current net capital rules, day traders who invest in an LLC cannot withdraw their 
investment a short time later if they simply decide to stop day trading. In fact, the investor may 
not be able to withdraw his investment at all if the withdrawal would jeopardize the firm’s net 
capita] position. We are examining firms to ensure that they have treated funds contributed by 
these investors appropriately, including whether investors in day-trading firms received adequate 
disclosures regarding the restrictions on their ability to withdraw their investment in the firm. 
Preliminarily, however, we have not found problems with these agreements. 

• Joint Back Office Arrangements 

Margin and other credit issues are further being addressed through a series of SRO rule 
filings that propose capital and equity requirements for members participating in JBO 
arrangements. As discussed earlier, JBO arrangements allow day-trading firms to borrow 
fi:om their clearing firm on “good faith terms.” In ottier words, the margin requirement is any 
amount mutually agreed upon by the parties. JBO arrangements arc attractive to day-trading 
firms because they enable th^c firms to borrow at lower interest rates and for up to 100 
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percent of the purchase price of securities. The SRO proposals would limit day-trading firms’ 
ability to use JBO arrangements by establis hing significant capital and equity requirements. 
These new requirements would ensure that clearing firms extend good faith credit to day- 
trading firms under JBO arrangements in a prudent manner. 

3- NASD Sales Practice Proposal 

The NASD submitted to the Commission, on August 20, 1999, proposed rule changes 
designed to address the sales practices of day-trading firms.^ The first initiative would require 
firms that promote day-trading activities to disclose to customers, prior to opening accounts, the 
risks associated with that type of trading. The disclosure would include several points for 
customers to consider before engaging in day-trading activities, including that the customer 
should be prepared to lose all of the funds used for day trading and that day trading on margin 
may result in losses beyond the initial investment. 

The second initiative would require day-trading firms to make a threshold determination 
that day trading is appropriate for a particular customer. Specifically, a day-trading firm, in 
approving an account for day trading, would need reasonable grounds for believing that a day- 
trading strategy is appropriate for a customer by gathering essential facts about the customer. 

This determination would not be required if the customer signs an agreement stating that he or 
she does not intend to use the account for day-trading activities. If the firm later discovers that 
the account is used for day-trading activities, the firm would be required to approve the account 
for day trading within 10 days of discovery. 

The NASD, as part of its recent sales practice and disclosure rule proposal, proposed the 
following definitioii of day-trading strategy: “An overall trading strategy characterized by 
the regular transmission by a customer of intra-day orders to effect both purchase and 
sale transactions in the same security or securities.” See SR-NASD-99-41 (August 20, 
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The Commission published these proposed rules for comment on September 14, 1999-^^^ 
The comment period will end twenty-one days after the notice has been published in the Federal 
Register. 


4. Investor Education 

The Commission believes that investor protection — at its most basic and effective level - 
- starts with the investor. In this day and age, there is no substitute for investor awareness and 
caution. Four months ago, the Commission unveiled its new investor education weh site, 
www.sec.gov/invkhome.htm . The site offers investors the best information and advice we have 
about investing — including on-line trading and day trading. 

Day trading is risky, and it is therefore critical for day traders to understand three thin gs. 
First, investors should make sure the firm is registered with the Commission and the state in 
which it does business. Second, investors should check with their state regulator to see whether 
the firm has a disciplinary record or history of complaints. Finally, investors should understand 
that day trading may result in severe financial losses, with little expectation of ever making a 
profit. 


5. Series 7 Exam 

Because some day-trading firms have been able to maintain membership solely in the 
Phlx, the Commission recently approved a proposed rule change by the Phlx to require persons 
who are associated with member firms and who trade off the floor of the Phlx to successfidly 
complete the Scries 7 Exam.^ The Series 7 Exam is the basic examination tised to qualify 


1999). 

Exchange Act Release No. 41875. 

Securities Exchange Act Release No. 41776 (August 20, 1999) 64 FR 47214 (August 30, 
1999). 
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persons for registration as general securities rc^jresentatives. The new rule primarily affects 
about 1800 day traders at 12 to 15 Phlx member finns, which are organized as LLCs or similar 
structures. 

The rule will help to ensure that these day traders have a basic knowledge of the 
securities markets and laws, as well as investment products and risks. It will also bring the Phlx 
qualification requirements in line with those of the NYSE, the American Stock Exchange, and 
the Chicago Stock Exchange, which require sectjrities traders who do not solicit public business 
to pass the Series 7 Exam. The Pacific Exchange has filed a similar proposal, which the 
Commission is currently considering. 

6. Enforcement Efforts 

The Commission’s Division of Enforcement is pursuing several active investigations 
concerning day-trading operations.^* The bulk of the investigations stem firom referrals based 
upon examinations by the Commission’s Office of Compliance Inspections and Examinations; 
others have arisen from customer complaints. Tlie investigations cover a wide array of potential 
violations described above, including: margin violations, short sale violations, net capital 
deficiencies, and misleading advertising. 

The Division of Enforcement is also investigaling several web sites that, while not day- 
trading operations themselves, are trying to capitalize on the day-trading phenomenon. These 
web sites provide self-proclaimed expert stock recommendations on a daily basis to day traders 
in exchange for a fee. The staff is investigating certain web sites that feature advertising 

Commission rules and privacy considerations prohibit identification of any firm or 

individual involved in any of these investigations until such time as the Commission may 

bring an enforcement proceeding. See SEC v. WheeUng-Pittsburgh Steel Corp., 648 F.2d 
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trumpeting the potential rewards of day trading by use of their stock recommendations, while 
making little or no risk disclosure. In addition to potential misleading advertising, these 
investigations are also focusing on whether anyone associated with these web sites receives 
compensation to tout any security without making proper disclosure, or whether anyone is 
illegally trading ahead of the recommendations- 

VI. Conclusion 

The Commission is concerned that all day traders fully understand the costs and risks of 
engaging in this strategy, and that they only trade with funds they can afford to lose. As 
discussed above, the Commission is concerned with some day-trading firms’ advertising and 
disclosure practices, the use of leverage, unregistered broker-dealer and investment aiviser 
activities, and short sale rule violations. The Commission, together with the states and the SROs, 
wiU continue to vigorously enforce existing laws to protect investors and the integrity of our 
markets. 


118 (3d Cir. 1981). 
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I am Mary L. Schapiro, President of NASD Regulation, Inc. NASD 
Regulation, Inc. and our parent, the National Association of Securities 
Dealers, Inc. (NASD®), would like to thank the Subcommittee for this 
opportunity to testify on the securities day-trading industry. 

My testimony today will address the issues that you identified in your 
invitation letter to this hearing. Those issues deal with the general 
characteristics of day trading, risks involved, our examination findings, our 
recent rule proposals, and any needed legislation. 

By way of summary, NASD Regulation believes that day trading is a 
legitimate trading strategy, and to the extent it is conducted by individuals 
capable of understanding and assuming the risks involved with such a 
strategy, we do not intend to discourage such activities. However, with that 
said, NASD Regulation sees day trading as a highly risky form of trading 
that deserves close investigation and study by regulators. We have been 
addressing the risks that we have seen through a combination of continued 
dissemination of information to our members and investors, focused 
examination and enforcement efforts, and the development of new NASD 
rules and other policy initiatives. Given our current experience, we do not 
now see a need for new legislative initiatives, but we intend to continue to 
work together with the SEC and the states on these important issues, and 
will promise to inform you if we perceive a need for new legislation to 
protect investors and our markets. 
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The NASD 

Let me briefly outline the role of the NASD in the regulation and 
operation of our securities markets. Established under authority granted by 
the 1938 Maloney Act Amendments to the Securities Exchange Act of 
1934, the NASD is the largest self-regulatory organization for the securities 
industry in the world. Virtually every broker-dealer in the U.S. that 
conducts a securities business with the public is required by law to be a 
member of the NASD. The NASD’s membership comprises 5,600 
securities firms that operate in excess of 75,000 branch offices and employ 
more than 600,000 registered securities professionals. 

The NASD is the parent company of NASD Regulation, Inc. 
(NASDR), the Nasdaq Stock Market, Inc. and the American Stock 
Exchange (AMEX). NASDR and Nasdaq operate under delegated authority 
from the parent, which retains overall responsibility for ensuring that the 
organization’s statutory and self-regulatory functions and obligations are 
fulfilled. The NASD is governed by a 27-member Board of Governors, a 
majority of whom are non-securities industry affiliated. The NASDR 
subsidiary is governed by a 10 member Board of Directors, balanced 
between securities industry and non-industry members. Board members are 
drawn from leaders of industry, academia, and the public. Among many 
other responsibilities, the boards, through a series of standing and select 
committees, monitor trends in the industry and promulgate rules, guidelines, 
and policies to protect investors and ensure market integrity. 
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disciplinary cases and suspended or barred more than 650 individuals from 
the industry. 

While our regulatory jurisdiction is limited to our broker-dealer 
member firms and their associated persons, our examinations, surveillance, 
and regulatory intelligence alert us to illegal conduct outside of our 
jurisdiction. We routinely refer such findings to the SEC, the states and 
criminal prosecutors for their action. In recognition of the resources we 
were devoting to assisting prosecutors in bringing securities cases, we 
formed a Criminal Prosecution Assistance Group in April 1 998. Since the 
beginning of this program, we have provided assistance in more than 1 00 
criminal investigations and prosecutions around the country. 

NASDR is responsible for developing rules that govern the conduct 
of the brokerage industry in areas as diverse as sales practices, advertising, 
trading and underwriting. Rulemaking is a widely participatory process 
with broad input from industry members, trade associations, other 
regulators, and the public. By the requirements of the Securities Exchange 
Act of 1934, NASDR rules do not become final until they are approved by 
the SEC. 

NASDR has examination responsibilities for all of its 5,600 members. 
In addition to special cause investigations that address customer complaints 
and terminations of brokers for regulatory reasons or other cause, NASDR 
has established a comprehensive routine cycle examination program. This 
program is carried out through a regulatory plan that focuses each District's 
examination efforts on the firms, individuals, issues and practices that 
present the greatest regulatory challenges and concerns. Annual on-site 
inspections are conducted of high priority areas. In addition, NASDR has 
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established an examination frequency cycle for all of its members, which is 
based upon the type of business conducted by the member, the scope of that 
business, the extent of customer exposure, method of operation, past 
regulatory history, and other factors. During 1998, 2,606 main office 
routine examinations were completed and 5,671 customer complaints and 
3,535 terminations for cause were investigated. 

NASDR shares responsibility for developing and administering 
qualifications testing for securities professionals. All sales and supervisory 
persons associated with NASD member firms must demonstrate a requisite 
understanding of the products offered by their firms, as well as regulatory 
requirements. Individuals acting in a management capacity must pass the 
appropriate principal's examination, while sales personnel must demonstrate 
specific understanding of the products they intend to sell and the regulations 
that govern those products. In 1998, NASDR administered 267,000 
examinations for 29 different qualification areas. 

The Nasdaq Stock Market 

The Nasdaq Stock Market, Inc., develops, operates, and regulates a 
variety of marketplace systems and services. Nasdaq is the largest 
electronic, screen-based stock market in the world, capable of handling 
trading volume in excess of one billion shares a day. Today, more than one- 
half of all equity shares traded in the United States each day are traded on 
Nasdaq. 
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The American Stock Exchange 

The American Stock Exchange is the nation’s second largest floor- 
based securities exchange and is the only U.S. securities exchange that is 
both a primary market for listed equity securities as well as a market for 
equity options, index options, and equity derivatives. 

Day Trading and On-Line Trading 

A recent outgrowth of technological advances in the securities 
industry has been the increase in popularity of day trading. The term “day 
trading” refers to a trading strategy where an individual buys and sells the 
same security in an attempt to profit from very small movements in the 
price of a security over a short period of time. Although the term is 
commonly used to refer to aggressively buying and selling a group of 
securities in a single day (or selling short and then buying to cover the short 
position), there are varying degrees of day trading currently being 
employed. For example, some individuals "day trade" in that they execute 
purchase and sale (i.e., "round-trip") transactions in a single day; however, 
they limit such activities to only one or two round-trip transactions in a day, 
and only on an occasional basis. These individuals typically do not rely on 
their day-trading activities as their primary source of income and may 
conduct such activities from computers located at their places of regular 
employment or their homes. In addition, although as a practical matter, day 
trading typically requires electronic delivery of orders, day trading can 
include orders transmitted by non-electronic means, such as by telephone. 
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However, the term “day trading,” as commonly used within the 
industry', generally refers to the trading activities of the “professional day 
trader,” that is an individual who conducts intra-day trading in a focused 
and consistent manner, with the primary goal of earning a living through the 
profits derived from this trading strategy. This form of day trading requires 
aggressive and frequent securities trading and, as a result, generally requires 
a significant amount of capital, a sophisticated understanding of securities 
markets and trading techniques, and high risk tolerance. Day traders 
ty'pically have a relationship with a brokerage firm that provides them with 
more direct access to the markets as well as access to real-time trading and 
related information. 

Another outgrowth of technological advances in the securities 
industry has been on-line trading. Only a few years ago, most individuals 
had little or no exposure to on-line trading. Individuals with on-line 
accounts were more likely to work in the financial or securities industries or 
to have engineering or other technological backgrounds. Recent reports, 
however, indicate that there are several million on-line trading accounts in 
the United States. Access to on-line trading resources has enabled investors 
to be better informed about their own portfolios, as well as specific trends or 
news in the markets. 

While there are differing opinions of what constitutes “on-line 
trading,” the term generally refers to accessing and using securities trading 
resources via the Internet. On-line trading activities can range from 
occasionally buying or selling securities on-line, to aggressively day trading 
on location at a brokerage firm. As requested, my testimony today focuses 
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on issues relating to day trading specifically, rather than on-line trading 
generally. 

Dav-Trading Firms 

While many factors have contributed to the increase in day trading, 
one significant factor is recent rapid advances in technology, including the 
widespread availability of the Internet. The Internet has provided 
individuals with quick, easy, inexpensive access to the securities markets 
and information and this, in turn, has encouraged greater participation in the 
markets by individuals not employed in the securities industry. As a result, 
individuals have been trading their accounts far more actively than in the 
past. 

Over the past few years, brokerage firms began to consider how best 
to incorporate technological advances that could impact customer trading 
activities into their own business model. Certain brokerage firms began to 
focus primarily, or even exclusively, on promoting day-trading strategies to 
individuals. These firms generally advertise on the Internet and elsewhere 
as “day-trading” firms or otherwise promote their execution and other 
services as desirable for “serious” or “professional” traders. These firms 
often provide reduced transaction costs through lower commissions and 
other margin-related costs. In addition, many of these firms offer training 
on day-trading techniques, as well as provide computer facilities, high speed 
access lines and software packages specifically designed to support and 
accommodate day trading. Although day trading can be conducted using 
the facilities of any brokerage firm, most day trading occurs at these types 
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of firms due, in part, to their programs that offer more direct access to the 
markets, relatively favorable transaction costs and access to lenders for 
margin purposes. 

The Use of Margin bv Dav Traders 

Day traders often use margin to leverage their trading activity. Day 
traders typically do not carry securities positions overnight and therefore do 
not face standard maintenance margin requirements. However, they are 
subject to special margin requirements under NASD rules that are 
calculated based on the largest open position held by the day trader during 
the day. For example, assume that a trader starts the day with $50,000 cash, 
makes 20 buys and sells, and ends the day flat (neither long or short the 
stock) with $50,000 cash, During the day, the largest open position at any 
given time held by the trader was 4,000 shares of a $25 stock, and 1,000 
shares of a $50 stock ($ 1 50,000). Even though the day trader ends the day 
flat, he will receive a margin call for 50% of the $150,000, less the equity in 
his account, or $25,000. 

The use of margin by day traders can result in financial losses beyond 
their initial investment. For example, assume that a day trader begins the 
day with $50,000 cash in her account. She purchases 5,000 shares of a $20 
stock ($1 00,000) and has therefore received a margin loan of $50,000. The 
stock price drops to $9 per share. The day trader sells the stock and 
receives the proceeds from the sale of $45,000. As a result, she has lost her 
initial $50,000 investment and owes an additional $5,000. 
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Regulatory Response to Day Trading 

The growth in day-trading activities has raised unique investor 
protection issues and concerns. Day trading is a risky, speculative activity, 
and even the most experienced day traders may suffer severe and 
unexpected financial losses, even beyond their initial investment. At a 
minimum, day trading requires sufficient capital and a sophisticated 
understanding of the markets and market dynamics. It also requires an 
expertise in identifying securities to trade and in accurately timing 
purchases and sales.’ 

Given these risks, the NASD, SEC and state securities regulators have 
worked together to address the investor protection concerns in this area. 

Our approach has been three-pronged, relying upon: (1) the dissemination 
of advisories and other information to NASD member firms reminding them 
of their obligations under existing rules; (2) focused examinations, 
investigations and follow-up enforcement actions; and (3) the institution of 
rulemaking initiatives. 

(1) Advisories Concerning Obligations under Existing Rules 


' In your request letter dated August 25, 1999, in addition to asking about risks, you requested estimates on 
the percentage of individuals who actually profit from day trading. At this time, we are aware of only one 
report that has provided any data on the profits derived from day trading, the Report of the Da^> Trading 
Project Group, dated August 9, 1 999, released by the North American Securities Administrators 
Association, Inc. While limited in scope and based on a small statistical sample, it is a useful first step in 
gauging the extent to which day trading has been a profitable trading strategy. It is difficult to draw any 
firm conclusions on this issue pending a more comprehensive review. The NASD has been closely 
reviewing the issue of day-trading profitability as part of our ongoing examinations and investigations of 
certain day-trading firms. 
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In response to the increase in day-trading and other on-line trading 
activities, the NASD has published the following Notice to Members (copies 
of which are attached, along with any related NASDR press release): 

• Notice to Members 99-33, NASD Regulation Advises Members about 
Maintenance Margin Requirements for Certain Volatile Stocks and 
Solicits Comment on Margin Practices (April 1999) 

This Notice provides members and investors with information about 
current margin requirements and steps taken by the industry to increase 
maintenance margin requirements for certain volatile stocks. It also 
solicits comment on i.ssues relating to the use of margin during volatile 
market conditions, as well as the use of margin by individuals engaging 
in day-trading activities. It warns that a sudden change in the market 
value of a security may result in an unexpected margin call, and a 
customer’s failure to meet the call may cause the firm to liquidate the 
securities in the account. 

The Notice also discusses issues regarding investor protection and 
disclosure practices arising as firms become involved in the extension of 
credit between customers. It notes that in certain instances, customers 
loan funds to other customers to finance securities trades, or guarantee 
each other’s margin accounts. Member firms sometimes arrange for 
these loans or guarantees between customers or arrange loans for 
customers from other sources. The Notice also advises that customers 
incur additional finance charges when credit is arranged, and they face 
additional credit risks when extending credit to other customers. 

• NASD Notice to Members 99-12, NASD Regulation Issues Guidance 
Concerning the Operation of Automated Order Execution Systems 
during Turbulent Market Conditions (February 1999) 
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In light of the recent intra-day volatility and significant surges in trading 
volume with respect to certain issues, particularly Internet-based issues, 
this Notice was issued to provide members guidance concerning the 
operation of their order execution systems and procedures during 
extreme market conditions. It describes factors that members should 
consider in evaluating whether modifications to their order execution 
algorithms or procedures during turbulent market conditions are 
consistent with their duties of best execution. 

• NASD Notice to Members 99-11, NASD Regulation Issues Guidance 
Regarding Stock Volatility (February 1999) 

This Notice recommends that firms provide adequate, clear disclosure to 
customers about the risks arising out of evolving volatility and volume 
concerns and any related constraints on firms’ ability to process orders in 
a timely and orderly manner. Specifically, it recommends that firms 
consider disclosing that high volumes of trading at the market opening or 
intra-day may cause delays in execution and executions at prices 
significantly away from the market price quoted or displayed at the time 
the order was entered. It further notes that firms should consider 
explaining in detail the difference between market and limit orders and 
the benefits and risks of each. It also advises that firms consider alerting 
customers that they may suffer market losses during periods of volatility 
in the price and volume of a particular stock when systems problems 
result in the inability to place buy or sell orders. In particular, it notes 
that customers trading on-line may have difficulty accessing their 
accounts due to high Internet traffic or because of systems capacity 
limitations. 
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The Notice also summarizes current practices that certain on-line firms 
have implemented in response to the recent market volatility. These 
practices include: (i) restrictions on on-line trading during initial public 
offerings; (ii) increased margin requirements for certain volatile stocks; 
(iii) enhanced investor education on market volatility; and (iv) the use of 
pop-up or splash screens (i.e., pages that a customer must view when 
entering a firm’s web site) to disseminate important information to 
customers. 

Although the discussion in this Notice relates primarily to on-line 
trading activities, many of the risks outlined are relevant to day-trading 
activities, particularly when a day-trading strategy is implemented 
through an on-line brokerage account. 

• NASD Notice To Members 98-102, Calculating Margin for Day- 
Trading and Cross-Guaranteed Accounts (December 1998) 

This Notice discusses margin requirements under Regulation T and 
NASD Rule 2520^ for day-trading and cross-guaranteed accounts. The 
Notice addresses some of the more frequently asked questions regarding 
the application of Regulation T and Rule 2520 to these types of accounts 
and provides guidance on common scenarios and questions relating to 
marginable equity securities. 

(2) Examination and Enforcement Activities 


^ Regulation T of the Board of Governors of the Federal Reserve requires certain minimum margin in 
connection with the purchase of any security (initial m^in). NASD Rule 2520 generally requires initial 
margin of at least the Regulation T amount. Rule 2520 also requires customers to maintain a certain 
minimum margin - “maintenance margin” - based on the positions in the customer’s account. 
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NASD Regulation is engaged in a cooperative day-trading 
examination initiative with the SEC. Beginning last Spring, the staffs of 
NASDR and the SEC launched a broad-based, coordinated examination 
program of day-trading firms. As part of that effort, NASDR examined 22 
day-trading firms that varied significantly in size and makeup. Fifty-five 
NASDR examiners received special training in the intricacies of day 
trading. Customized examination modules were developed and used to 
implement this special program. The two largest firms examined had 1,500 
or more day-trading accounts, while at six of the firms, fewer than 20 of its 
customers were day trading. At about half of the firms examined, day- 
trading activity accounted for nearly all of the firm’s business. 

During these specialized examinations, several potential problem 
areas surfaced, including advertising. Regulation T and margin lending, 
registration of individuals, short sales, and supervision. We are currently 
reviewing the results of those examinations and completing the 
investigations growing out of them. To the extent that these investigations 
indicate that violations of our rules or the federal securities laws have taken 
place, formal enforcement actions will be instituted. 

Advertising 

NASD Rule 22 1 0 governs “Communications with the Public.” The 
Rule applies to “advertisements” and “sales literature” and prohibits 
“exaggerated, unwarranted or misleading statements or claims.” Generally, 
electronic advertising such as those found on the Internet, are treated no 
differently from hard copy advertising and marketing materials. 
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Nearly 80 percent of the day-trading firms examined had potentially 
problematic advertisements that have been referred to our Advertising 
Regulation Department for further review. The problem areas noted in 
these advertisements range from allegations of immediate execution to 
statements of profits that can be generated Ifom day trading. One practice 
under review is the dissemination — through websites, training materials, 
and public statements — of what may be materially misleading and 
unwarranted information regarding the “success rate” of their customers. 

The staff is reviewing whether the firms’ claims of customer success rates in 
their marketing and communications with the public can be substantiated as 
our rules require. 

Other materials reviewed from day-trading firms have contained 
unsubstantiated claims regarding “profit potential,” “lowest commissions,” 
“trading for a living,” or “industry leader in day trading” without 
corresponding risk disclosure or qualifying language. In addition, day- 
trading websites and other communications with the public have indicated 
that losses can be controlled or minimized through the use of certain 
strategies or techniques. In short, at least some day-trading firms appear to 
have failed to provide investors with a sound basis for evaluating the 
services being offered and contain exaggerated statements rendering the 
promotion or presentation misleading. 

We have already filed one formal disciplinary action against a day- 
trading firm for violations of our advertising rules. On June 10, 1999, a 
complaint (attached) was filed against Lakeside Trading, a Metairie, 
Louisiana day-trading firm, and its president and principal. In addition to 
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alleged margin violations and improper use of customer funds, the 
complaint alleged that the firm’s Internet website contained: 

• Misleading statements that implied that individuals accessing the 
firm’s trading systems online had direct access to the markets; 

• Statements that exaggerated customers’ ability to access the 
markets; 

• Material that failed to disclose that customers’ transactions were 
subject to market fluctuation risks, and that trades may not be 
executed at all; and 

• Material that failed to provide a balanced and complete 
presentation by omitting disclosure concerning the risks associated 
with day trading. 

Re gulation T and Margin Lending 

Our day-trading examinations have revealed that at some day-trading 
firms, principals and employees arrange for credit to be extended from 
customers who have some equity in their accounts to those who require 
funds to cover margin calls. Absent these infusions of capital, many of the 
recipients of the loans would be unable to continue to trade. 

Approximately half of the firms examined facilitate the lending of 
money between customers. At one firm, all the lending was done by one 
customer. In other instances, the firm works with its clearing firm to 
identify customers with credit balances who could be lenders. NASDR is 
investigating potentially violative activity relating to loans made by and 
between customers that are arranged by the firm or one of its employees for 
the purpose of meeting initial and maintenance margin requirements. We 
are reviewing the role of the member in cirranging these loans and what, if 
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any, representations are made to the lending customers concerning the risks 
associated with making the loans. 

Registration 

NASD rules prohibit equity traders from trading in the Nasdaq and 
over-the-counter markets without first passing a qualification examination 
for trading (the Series 55 examination) and registering with NASD 
Regulation. The Series 55 registration rule, which became effective in April 
1998, applies to market makers, agency traders, proprietary traders, and 
persons who supervise these activities. The rule was developed in response 
to concerns about rule violations by traders conducting market-making and 
principal trading functions in both the Nasdaq and over-the-counter 
markets. 

We have found instances where persons engaging in day trading for a 
firm’s proprietary account are not Series 55 registered. One disciplinary 
action has already been concluded in this area. On July 7, 1999, NASD 
Regulation censured and fined On-Site Trading, Inc., a Great Neck, NY 
day-trading firm, $25,000 for failure to properly qualify and register 14 
individuals. (AWC and press release are attached.) These individuals 
effected approximately 3,700 trades in 250 Nasdaq securities on behalf of 
the firm’s proprietary accounts. Without admitting or denying the 
allegations, On-Site consented to findings that it lacked adequate oversight 
to ensure proper registration of its traders, and agreed to implement new 
compliance procedures to prevent future violations. Relatedly, we have also 
found instances in which individuals entering orders on behalf of customers 
were not Series 55 registered. 
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Short Sales 

We have found short selling practices at some day-trading firms that 
appear to violate our rules and the federal securities laws. Specifically, our 
rules require that firms mark all sales as either “long” or “short” and that tlie 
firm determine if it can obtain shares of the security sold short to deliver to 
the buyer. We have seen practices at some day-trading firms that facilitate 
short sales by customers when the short sales are not marked as such and 
when no determination has been made that shares can be delivered to the 
buyer. We have also seen potential violations of our rules prohibiting 
customer short sales on what is commonly known as a “downtick.” Rule 
3350 (the “Short Sale Rule”) prohibits member firms ifom effecting short 
sales at or below the current inside bid as disseminated by Nasdaq whenever 
that bid is lower than the previous inside bid. 

The staff of the Market Regulation Department of NASDR reviews 
and investigates short sale activity. Among other activities, the staff utilizes 
an electronic surveillance program to conduct sweeps of reported short sale 
activities. These sweeps review trading by all firms that report short sales 
and objectively identify those trades that appear to violate the Short Sale 
Rule. Since initiating these sweeps in 1998, more than one-third of these 
reviews by the staff have involved day-trading firms.^ Overall, the staff has 
found a significant number of violations of short sale rules and believes that 
day-trading firms too frequently lack adequate supervisory procedures to 
detect and deter such violations. Where appropriate, we intend to initiate 

^ For the purposes of this statistic, day-trading firms are those that have customers physically present at the 
firm or at remote locations that buy and sell stocks throughout the day through the use of a Nasdaq 
terminal and/or internal electronic software systems. 
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disciplinary action against the member firms and associated persons 
involved. 

We are also reviewing short selling by customers of day-trading firms 
of hot IPOs in the immediate aftermarket. We are investigating whether 
some of these activities violate our rule requiring a firm effecting a short 
sale for a customer to determine if the shares being sold can be located and 
delivered to the buyer. 

Supervision 

Adequate supervision and the development and compliance with 
supervisory procedures are important issues at all broker-dealers, including 
day-trading firms. NASD Conduct Rule 3010 requires each of our member 
firms to “establish and maintain a system to supervise the activities of each 
registered representative and associated person that is reasonably designed 
to achieve compliance with applicable securities laws and regulations” and 
NASD Rules. 

Day-trading firms have initiated new sales and marketing practices 
outside the traditional broker-client relationship. They have built a business 
niche around new technology and new software. These innovations require 
new supervisory techniques. Yet, at some of the firms we have examined, 
written supervisory procedures have not adequately addressed many aspects 
of their core day-trading business. Areas of potentially deficient 
supervision include procedures in the following areas: 

• Loans and lending arrangements between customers; 

• Review of advertising, marketing, and training materials; 
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• Short-selling compliance, such as affirmative determination, 
selling on “downticks,” marking of order tickets long or short; and 

• Cancellation of transactions and use of the firm error account. 

NASDR is taking the necessary steps through disciplinary action to ensure 
that these potential deficiencies are addressed, 

(3) Rulemaking Initiatives 

Disclosure and Appropriateness Determinations 

To effectively address the unique investor protection concerns 
associated with day trading, the NASD determined that rulemaking in this 
area was necessary to supplement existing rules and regulations. On April 
15, 1999, the NASD issued Special Notice to Members 99-32, seeking 
comment on proposed rules addressing approval procedures for day-trading 
accounts including appropriateness determinations and disclosure of risks of 
day-trading activities. The staff received 39 comment letters in response to 
the Notice, 16 of which were from individuals and 23 from firms or other 
organizations. The majority of the commenters generally supported the 
NASD’s efforts to address tlie investor protection concerns raised by 
individual’s engaging in day-trading activities. However, commenters also 
raised varied suggestions on how best to regulate day-trading activities and 
presented disparate views on the scope of activities that should be covered 
by the rules. Based on its review and consideration of the comment letters, 
the staff made certain revisions to the proposed rules. The proposed rules, 
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as revised, were approved by the Board of Directors of NASDR at its 
meeting on July 28, 1999. 

On August 20, 1999, the NASD filed the proposed rules with the 
SEC, (Rule filing and press release are attached.) Specifically, the 
proposed rules would require firms that promote day-trading strategies to (i) 
determine the appropriateness of day trading for a customer; and (ii) 
disclose to customers the risks associated with this type of trading. In order 
for a firm to approve an account for day trading, the firm would be required 
to have reasonable grounds for believing that a day-trading strategy is 
appropriate for a customer. In making this determination, the firm would be 
required to exercise reasonable diligence to ascertain the essential facts 
relative to the customer, including his or her financial situation, tax status, 
prior investment and trading experience, and investment objectives. The 
firm also would be required to prepare a record setting forth the basis on 
which the firm has approved the customer’s account. A firm need not make 
this determination if it obtained from the customer a written representation 
that the customer did not intend to use the account for day-trading purposes. 
If a firm later discovered that a customer who provided this written 
representation was using the account for day trading, the firm would be 
required to approve the account for day trading within 10 days of the date of 
discovery. 

In addition, the proposed rules would require a firm that is promoting 
a day-trading strategy to deliver a risk disclosure statement to a customer 
prior to opening an account for the customer that provides the following: 

• Day trading can be extremely risky. Day trading generally is 
not appropriate for someone of limited resources and limited 
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investment or trading experience and low risk tolerance. You 
should be prepared to lose all of the funds that you use for day 
trading. In particular, you should not fund day-trading activities 
with retirement savings, student loans, second mortgages, 
emergency funds, funds set aside for purposes such as education 
or home ownership, or funds required to meet your living 
expenses. 

• Be cautious of claims of large profits from day trading. You 

should be wary of advertisements or other statements that 
emphasize the potential for large profits in day trading. Day 
trading can also lead to large and immediate financial losses. 

• Day trading requires knowledge of securities markets. Day 
trading requires in-depth knowledge of the securities markets and 
trading techniques and strategies. In attempting to profit through 
day trading, you must compete with professional, licensed traders 
employed by securities firms. You should have appropriate 
experience before engaging in day trading. 

• Day trading requires knowledge of a firm’s operations. You 
should be familiar with a securities firm’s business practices, 
including the operation of the firm’s order execution systems and 
procedures. 

• Day trading may result in your paying large commissions. 

Day trading may require you to trade your account aggressively, 
and you may pay commissions on each trade. The total daily 
commissions that you pay on your trades may add to your losses 
or significantly reduce your earnings. 

• Day trading on margin or short selling may result in losses 
beyond your initial Investment. When you day trade with funds 
borrowed from a firm or someone else, you can lose more than the 
funds you originally placed at risk. A decline in the value of the 
securities that are purchased may require you to provide additional 
funds to the firm to avoid the forced sale of those securities or 
other securities in your account. Short selling as part of your day- 
trading strategy also may lead to extraordinary losses, because you 
may have to purchase a stock at a very high price in order to cover 
a short position. 
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Firms would be permitted to develop an alternative disclosure 
statement as long as it is substantially similar to the mandated statement and 
is approved by NASD Regulation’s Advertising Department prior to use. 

Margin and Customer Lending 

We are continuing to consider whether changes to existing rules 
regarding margin and lending practices are desirable and have solicited 
comment on this issue. Concerns identified include: 

• what levels of margin are appropriate for these types of activities; 

• whether the timing of margin deposit requirements should be 
changed (current rules permit deposits for margin purposes within 
seven business days of the trade); 

• whether minimum initial and maintenance cash deposits should be 
required; and 

• what limitations should apply to firms that facilitate loans between 
customers or third parties and customers to cover margin calls. 

We are still considering these issues and will determine whether further 
rulemaking in this area is necessary. 

Conclusion 

In conclusion, day trading is a highly risky form of trading that we 
are investigating and studying closely. We intend to continue to work 
together with the SEC and the states to address the issues in this area. At 
this time, we do not see a need for any new legislative initiatives, but 
believe that through a combination of continued dissemination of 
information to our members and investors, focused examination and 
enforcement efforts and the development of new NASD rules and other 
policy initiatives, we can effectively address the investor protection 
concerns associated with day trading. 
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List of Attachments - Day-Trading Testimony 


Press Release: NASD Issues Notice on Margin Issues and Practices (April 20, 1999) 

Notice to Members 99-33, NASD Regulation Advises Members about Maintenance 
Margin Requirements for Certain Volatile Stocks and Solicits Comment on Margin 
Practices (April 1999) 

Press Release: NASD Issues Guidance to Brokerage Firms Regarding Sales practices 
and Order Execution During Turbulent Market Conditions (January 26, 1999) 

NASD Notice to Members 99-12, NASD Regulation Issues Guidance Concerning the 
Operation of Automated Order Execution Systems during Turbulent Market 
Conditions (February 1999) 

NASD Notice to Members 99-1 1, NASD Regulation Issues Guidance Regarding 
Stock Volatility (February 1999) 

NASD Notice To Members 98-102, Calculating Margin for Day-Trading and Cross- 
Guaranteed Accounts (December 1998) 

Complaint Filed against Lakeside Trading (May 26, 1999) 

Press Release: NASD Regulation Censures and Fines On-Site Trading, Inc. for 
Registration Violations (July 7, 1999) 

AWC against On-Site Trading, Inc. (June 25, 1999) 

NASD Rule Filing No. SR-99-41 - Approval Procedures for Day-Trading Accounts 
(August 20, 1999) Note: Exhibits to Rule Filing are not included 

Press Release: NASD Board Approves Proposed Rule for Opening Day-Trading 
Accounts (July 29, 1999) 
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NASD Issues Notice on Margin Issues and Practices 

Washington, D.C.— NASD Regulation, Inc., recently issued an NASD Notice to Members 
that addresses a range of issues regarding the use of margin accounts and solicits 
comment on a number of practices relating to margin. The Notice was developed in 
response to a number of questions and concerns raised by industry and investors about 
current volatile market conditions and the risks posed by margin accounts to both investors 
and securities firms. 

Turbulent markets pose considerable risk to investors who have margin accounts. During 
times of price volatility, market values of securities can fluctuate dramatically, resulting in 
sudden margin calls by securities firms. Since a margin call can result in serious 
consequences to the small investor, it is especially important for firms to clearly explain 
margin rules and disclose all risk and finance charges associated with the loaning and 
borrowing of funds to finanoe securities transactions. 

in addition to the discussion of current margin rules, NASD Regulation seeks comment from 
the public on the following issues: 

• variable margin requirements based on the size of a customer’s account; 

• determining if margin requirements should be linked to volatility; 

• determining if customers should have the ability to guarantee each other's accounts; 

• requiring customers to make margin deposits during the day in response to intra-day 
risk exposure; 

• determining whether customers receive adequate information on loan terms for the 
purchase of securities; and 

• whether current margin rules are compatible with day trading. 

NASD Regulation will accept public comment on the Notice through May 31 , 1 999. To view 
the Notice and/or for further investor information on margin accounts, visit the NASD 
Regulation Web Site, www.nasdr.com . 

NASD Regulation oversees all U.S. stockbrokers and brokerage firms. NASD Regulation 
and the Nasdaq- Amex Market Group are subsidiaries of the National Association of 
Securities Dealers, Inc., the largest securities- industry self- regulatory organization in the 
United States. 

For more information on NASD Regulation, visit the Web Site at www.nasdr.com . 
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Special 
NASD 
Notice to 
Members 
99-33 

NASD Regulation Advises 
Members About 
Maintenance Margin 
Requirements For Certain 
Volatile Stocks And Solicits 
Comment On Margin 
Practices; Comment Period 
Expires May 31, 1999 

Suggested Routing 
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Executive Summary 

During tile past several months, 
many stocks, parliculaily of 
companies that sell products or 
services via the Internet (Internet 
issuers), have experienced shaip 
increases in both price volatility and 
trading volume. These extreme 
market conditions raise concerns 
regarding the use of margin accounts 
by individuals to trade volatile stocks. 
NASD Regulation, Inc. (NASD 
Regulation") is issuing this Special 
Notice to provide members, as well 
as investors, with information ^out 
current margin requirements and 
steps taken by the industry to 
increase maintenance margin 
requirements for certain volatile 
stocks. This Special Notice also 
solicits comment from members and 
other interested parlies on issues 
relating to the use of margin during 
volatile market conditions, as well as 
the use of margin by individuals 
engaging in day-trading activities. 

In a companion Special Notice to 
Members issued today, Special 
Notice to Members 99-32, NASD 
Regulation solicits comment on two 
proposed rules that would require a 
member that has recommended a 
day-trading strategy to an Individual 
to approve the individual’s account 
for day trading, including determining 
that the strategy is appropriate for the 
individual, and to deliver a disclosure 
statement on the risks of day trading. 

Questions concerning this Special 
Notice may be directed to Patrice M. 
Giiniecki, Assistant General Counsel. 
Office of General Counsel, NASD 
Regulation, at (202) 728-8014. 

Discussion 

In recent months, there has been a 
sharp increase in the price volatility 
of many stocks, particularly those of 
Internet issuers. This volatility in price 
has been coupled with record trading 
volumes in many of these slocks. 
While many factors have contributed 


to the development of these market 
conditions, one significant factor is 
the role played by rapid advances in 
technology, w^hich have provided 
customers with easier and less costly 
access to the securities markets. 
Customers are now able to trade 
their accounts far more actively than 
in the past, and membeis are often 
flooded with customer orders for 
certain individual stocks or groups of 
stocks {e.g., stocks of Internet 
issuers), 

T 0 address concerns raised by 
current market conditions, NASD 
Regulation recently issued Notice to 
Members 99-1 1, which suggests 
disclosures that firms can make to 
educate customers about the risk of 
price and volume volatility, and 
discusses steps that have been 
taken by some firms to respond to 
this volatility.’ In a companion Notice 
to Members, Notice to Members 
99-12, NASD Regulation provided 
guidance to firms on the operation of 
their order execution systems and 
procedures during extreme market 
conditions.2 

As volatile market conditions 
continue, questions are raised 
regarding the risks posed to firms 
and to investors, and the relationship 
of margin to those risks. A sudden 
change in the market vaiue of a 
security may result in an unexpected 
margin call, and a customer’s failure 
to meet the call may cause the firm 
to liquidate the securities in the 
account. The financial consequences 
of a margin call or an account 
liquidation may be most severe to 
customers with small accounts, and 
small accounts may be more likely to 
be subject to liquidation. In addition, 
the forced sale of securities in margin 
accounts may further contribute to 
volatility. 

Questions regarding investor 
protection and disclosure practices 
also arise as firms become involved 
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in the extension of credit between 
customers. In some instances, 
customers are making loans to other 
customers to finance securities 
trades, and some customers are 
guaranteeing each other’s margin 
accounts. Member firms sometimes 
arrange for these loans or 
guarantees between customers or 
arrange loans for customers from 
other sources. Customers incur 
additional finance charges when 
credit is arranged, and they face 
additional credit risks when they 
extend credit to other customers. 

Discussions with firms about their 
responses to volatility indicate that 
many firms have adopted special 
procedures with respect to margin. 
For instance, as further detailed 
below, many firms have increased 
maintenance margin requirements 
for selected groups of highly volatile 
stocks.^ However, with markets at 
historically high levels, concerns 
remain with the amount of funds that 
customers are borrowing to trade 
securities, and the manner in which 
credit is being extended by various 
sources. Accordingly, this Special 
Notice discusses current margin 
requirements and certain firm 
practices when extending credit to 
customers, and solicits comment on 
these important issues.^ 

Current Margin Requirements 

Federal Reserve Board Regulation T 
governs the extension of credit to 
customers by broker/dealers and 
includes provisions concerning the 
initial margin requirements for most 
types of securities transactions. In 
general, Regulation T requires 50 
percent initial margin for long 
purchases of marginable equity 
securities, in addition, Regulation T 
requires 150 percent margin for short 
sales of equity securities, of which 
1 00 percent can be from sales 
proceeds. 


National Association of Securities 
Dealers. Inc. {NASD") Rule 2520 
imposes additional margin 
requirements on customer 
accounts.® Rule 2520 generally 
requires maintenance margin of 25 
percent of the current market value 
for all long positions in marginable 
equity securities, meaning that the 
equity must not fall below 25 percent 
of the current market value of the 
securities in the account. For a short 
securities position where the stock 
sells at $5 per share or above. Rule 
2520 requires maintenance margin 
of $5 per share or 30 percent of the 
cun^ent market value of the stock, 
whichever amount Is greater. In 
addition, for a short securities 
position where the stock sells at less 
than $5 per share, a customer must 
maintain margin of $2.50 per share 
or 1 00 percent of the current mari<et 
value, whichever amount is greater. 
Where the same security is carried 
long and short by the same 
customer. Rule 2520 permits 
maintenance margin of five percent 
of the cun-ent market value of the 
long security. 

Rule 2520 also permits customers to 
guarantee each other's accounts for 
maintenance margin purposes.® In 
cross-guaranteed accounts, the 
amount of maintenance margin 
excess in one account may be used 
to offset a maintenance margin 
deficit in the other cross-guaranteed 
account. In addition, if the cross- 
guaranteed accounts are long and 
short the same securities, including 
the same number of shares, the 
maintenance margin requirement on 
the combined positions is five 
percent. Day trading is also 
recognized by Rule 2520 through 
the definitions of “day-trading." “day- 
trader," and certain specified margin 
requirements.^ Under these 
provisions, a day trader may need to 
deposit additional equity in his or her 
account to satisfy a day-trade 
margin call. 


Members also may establish their 
own margin requirements (referred to 
as “house" requirements), provided 
that they are at least as stringent as 
the requirements under Regulation T 
and Rule 2520. Members also may 
temporarily raise their margin 
requirements in response to market 
conditions. 

increased Maintenance Margin 

In light of current market conditions, 
some members have elected to 
increase their maintenance margin 
requirements for certain volatile 
stocks to help ensure that the equity 
in each customer account is 
sufficient to cover the large swings in 
the price of the stocks. In general, 
the firms have increased the amount 
of equity that must be maintained in 
margin accounts for long positions in 
these stocks to between 40 percent 
and 100 percent. In addition, the 
firms often have raised their 
maintenance margin requirements 
on short positions to an even greater 
degree than on long positions. 

Identifying Stocks For 
IncreaseoMaintenance Margin 
Firms have considered a variety of 
parameters in identifying the stocks 
that will be subject to increased 
maintenance margin requirements. A 
particularly useful approach is to 
calculate the volatility of the stock 
and impose more stringent 
requirements on stocks that are 
highly volatile. In this context, one 
appropriate way to measure volatility 
is to calculate the standard deviation 
of the relative daily return of a given 
stock over a specified time period, 
such as three months (which would 
capture an entire quarterly earnings 
cycle).® 

Firms also may identify stocks for 
more stringent maintenance margin 
requirements by reviewing customer 
accounts to assess trading activity in 
a particular stock, as well as the 
firm’s aggregate risk exposure to the 
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Stock. This type of analysis should 
be performed in conjunction with 
calculating the volatility of the stock. 
Other factors firms may consider in 
reviewing their margin requirements 
during extraordinary market 
conditions include price fluctuations 
(such as a recant sharp rise or 
decline in price), the degree to which 
trading in a stock is concentrated in a 
small number of Market Makers, or 
an issuer's capitaiisaticn or 

industrial code classification. Rrms 
also have indicated that they 
regularly review and, where 
appropriate, revise the lists of stocks 
that are subject to increased 
maintenance margin requirements. 

NASD Regulation believes that 
increasing the maintenance margin 
requirements to be applied to certain 
stocks is an apprc^iriate response to 
extreme volatility in those stocks. 
Discussions with firms have 
indicated that customers generally 
have not been transferring their 
accounts to other firms in response 
to increased margin requirements for 
volatile stocks. In this regard, NASD 
Regulation believes that a firm's 
decision to adopt such measures 
should not be influenced by the 
possible short-term competitive 
effects. Moreover, NASD Regulation 
will continue to monitor actions taken 
by members to adjust maintenance 
margin requirements in response to 
market volatility, and the effects of 
those actions, to determine whether 
changes to NASD aiies nay be 
warranted. 

Disclosure Of Credit Terms To 
Customers 

In reviewng rr,argin procedures, 
firms also should aenfirm that they 
are providing approoriate disclosure 
of credit terms to customers with 
margin accounts. Under the federal 
securities laws, brokers that extend 


credit to customers to finance 
securfties trarrsactions are required 
to hjrr^h. in writing, ^dfted 
information regarding tire terms of 
the loan.® 

These disclosures must be made on 
both an initial and periodic basis. For 
instarjce, at the time a customer 
opens a margin account, a fardeer 
must provide ttie custcxner with a 
written statement d^ios^, among 
other things, the arMiual rate of 
interest the method of computing 
interest, and what ottier credit 
charges maybe imposed. Th^e 
initial disclosures help to ensure that 
the customer understands the terms 
and conditions of the margin loan 
and allow the customer to compare 
available credit terms,^® A firm also is 
required to provide periodic (at least 
quarterly) written statements to the 
customer, which disclose such 
infonmatiOT as evening and closing 
balances, total interest charges, and 
other charges resulting from the 
extension of credit. 

Request For Comment 

NASD Regulation encourages 
members and other inta-esled 
parties to comment on the issues 
discussed in this Special Notice, 
including whether adjusting NASO 
margin requirements for certain 
stocks Is an appropriate moans of 
addressing volafility in toe securities 
markets. In addition, we seek 
comment on the following issues; 

1. Should margin requirements 
applicable to a securities transaction 
or account differ based on the size of 
a customer’s account? In particular, 
should margin requirements be more 
stringent fex small accounts, given 
that the financial consequences of a 
margkr call to the holder of a small 
account may be more severe? If so, 
should there be any exemptions to 


such a heightened margin 
requirement for small accounts? 
What would be an appropriate 
definition of "small accojnf? 

2. Should margin requirements be 
linked to volatility? If so, how should 
this approach work? 

3. Should the ability of customers to 
guarantee each other’s accounts for 
maintenance margin purposes be 
eliminated or restricted? For 
instance, should rules require that 
cross-guaranteed accounts be 
owned or controlled by the same 
customer in order to receive special 
maintenance margin treatment? 

What would be the effect of any such 
revisions? Should toe five percent 
mainten^ce margin treatment for 
perfectly offsetting long and short 
positions between cross-guaranteed 
accounts be eliminated or revised? 

4. How important is margin to day- 
trading activities? Are the current 
margin requirements applicable to 
day-tracing axounts aF^)rcpriate? If 
not, how should the current 
requirements be revised? 

5. Should customers be required to 
make margin deposits during the day 
in orderto account for intra-day risk 
exposure? If so, what should those 
margin requirements be. and should 
margin deposits be made prior to 
additional trading taking place? 

6. Are customers receMng 
adequate disclosure of the credit 
terms of margin transactions? When 
a firm arranges loans for customers 
from other sources, are customers 
receiving adequate disclosure of the 
credit terms of toe loans?- /U-e the 
persons or entities making the loans 
receiving adequate disclosure of the 
risks and terms of the loans? 
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Comments should be mailed to: 

Joan C. Conley 

Office of the Corporate Secretary 
NASD Regulation, Inc. 

1735 K Street, NW 
Washington, DC 20006-1500 

or e-mailed to; 
pubcom @ nasd.com 

Important Note: The only comments 
that will be considered are those 
submitted in writing or via e-mail. 

Comments must be received no later 
than May 31, 1999. Before becoming 
effective, any rule change developed 
as a result of comments received 
must be adopted by the NASD 
Regulation Board of Directors, may 
be reviewed by the NASD Board of 
Governors, and must be approved 
by the Securities and Exchange 
Commission. 

Endnotes 

'‘NASD Notice to Members 99'11. NASD 
Regulation Issues Guidance Regarding 
Stock Volatility {Feb. 1999). 


^NASD Notice to Members 99-12, NASD 
Regulation issues Guidance Concerning The 
Operation Of Automated Order Execution 
Systems During Turbulent Market Conditions 
(Feb. 1999). 

^ See NASD Notice to Members 99-11 (Feb. 
1999) for additional discussion of margin 
requirements for volatile stocks. 

“NASD Regulation also recently issued 
investor guidance on the use of margin 
accourMs and the risks involved with trading 
securities on margin. See NASO Regula- 
tion’s Web Site at wmv.nasdr.com. 

^While often thought of as a “maintenance- 
margin rule. Rule 2520 also contains initio 
margin requirements. Initial margin is the 
greater of the amount specified in Regulation 
T or the maintenance margin specified in 
Rule 2520. 

®See NASD Notice to Members 98-102. Cal- 
culating Margin For Day-Trading And Cross- 
Guaranteed Accounts (Dec. 1998), for 
further discussion of margin requirements for 
cross-guaranteed accounts When calculat- 
ing Regulation T rr»argin. cross guarantees 
have no effect. 

^See id. for further discussion of margin 
requirements for day-trading accounts. 


®The relative daily return of a stock can be 
derived from the closing price (or the bid-ask 
mid-point) of an issue each day during the 
specified time period. Using the closing 
price, the daily relative return would be the 
percent price change between the most 
recent closing price and the previous day's 
closing price. For example, a slock that clos- 
es at S10 on Monday and at $1 1 on Tuesday 
has a relative daily return for Tuesday of 10 
percent. Once this daily relative return has 
been calculated for each of the trading days 
during the specified time period, a firm can 
calculate the standard deviation (or disper- 
sion) of these returns to determine the 
volatility of the issue. 

®See Rule 1 0b-1 6 under the Securities 
Exchange Act of 1 9S4. Brokers also are sub- 
ject to the genera! anti-fraud provisions of 
the federal securities laws. 

Securities Exchange Act Release No. 
8773 (Dec. 8, 1969) (adopting Rule I0b-16). 

© 1999, Nabona! Associatcn olSecunoes Deafers, 
Inc. (NASD). All rights reserved. 


Special Notices to Members are published on an accelerated basis and distributed independently of monthly Notices to Members 
newsletters. Numerical sequencing may thus appear to contain gaps during a given monthly publication cycle. Such temporary gaps 
reflect a priority in the production process and will disappear at the conclusion of monthly electronic posting and print distribution. 
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^ IMASO Press 

'**' REGULATiON 

Aft rw.S{>CntT%wy 

NASD Regaiation. Inc. 

1735 K NW 

VVa;;hmyton- DC 2€-00&-t50<5 

For Release: Tuesday, January 26, 1999 
Media Contact: Na ncy A, Condon 
(202) 728-8379 

NASD Issues Guidance to Brokerage Firms Regarding Sales Practices 
and Order Execution During Turbulent Market Conditions 

Washington, D.C. — NASD Regulation, Inc., today issued two Notices to Members of the 
National Association of Securities Dealers, Inc, (NASD®) addressing the recent turbulent 
marltet conditions. Recent increased volatility and volume present new issues for investors, 
regardless of the method of trading. In Notice to Members 99-1 1, NASD Regulation 
suggests disclosures that brokerage firms should make to investors to educate them about 
the risks of price and volume volatility. Notice to Members 99-12 provides firms with 
guidance on the operation of their order execution systems and procedures during extreme 
market conditions. A companion bulletin for investors is available on the NASD Regulation 
Web site www.nasdr.com. 

Notice to Members 99-11 encourages firms to ensure that investors are knowledgeable 
about firm procedures for handling securities transactions during volatile market conditions. 
NASD Regulation has suggested disclosures that firms should consider making to educate 
investors: 


Release 


• Delays. Firms should consider disclosing that high volumes of trading at market 
opening and at various points during the day may cause delays in execution and 
executions at prices significantly away from the market price quoted or displayed at 
the time the order was entered. This disclosure is particularly important to investors 
who have come to expect quick executions at or near the quotes displayed on their 
computer screens and may not understand that Market Makers may execute orders 
manually or reduce their size guarantees during periods of volatility, possibly 
resulting in delays in order execution and losses. 


• Types of Orders. Firms should consider explaining, in detail, the differences 

between market and limit orders and the benefits and risks of each. It is important for 
investors to understand that firms are required to execute a market order fully and 
promptly without regard to price. That execution may be at a price significantly 
different from the current price quoted for the security. Limit orders are executed only 
at a specified price or better and while the investor receives price protection, there is 
the possibility that the order may not be executed. 

Firms should consider additional disclosure for customers who place market orders 
for initial public offerings (iPOs) - particularly those trading at a price significantly 
higher than their offering price or in ‘hot stocks’, those that have recently traded 
under ‘fast market’ conditions in which the price changes so quickly that quotes for 
the stock cannot keep pace with its trading price. 
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• Access. Firms should consider alerting investors that there may be periods of time 
when they may be unable to access their accounts due to high volume. Customers 
trading through on-line accounts may have difficulty accessing their accounts due to 
high Internet traffic or because of systems capacity limitations. Customers trading 
through brokers at full-service or discount firms or through representatives of on-line 
firms when on-line trading has been disabled or is not available may have difficulty 
reaching account representatives on the telephone during periods of high volume. 
Firms should make investors aware that they may suffer losses during periods of 
volatility due to delays in effecting buy and sell orders. They should also explain their 
procedures for responding to these access problems. 


• Communications with the Public. When on-line trading firms use advertisements 
or sales literature to make claims about the speed and reliability of their services, 
they may not exaggerate the firm’s capabilities or omit material information about the 
risks associated with on-line trading and the possibilities of deiayed executions. 

These broker/dealers should have the systems capacity to support any claims they 
make about their trading services. 

The Notice also describes a number of steps broker/dealers have taken to respond to 
volatility. These procedures, when clearly disclosed to customers, may be appropriate 
responses to price and volume volatility. 

Notice to Members 99-12 provides broker/dealers guidance concerning the operation of 
their order execution systems and procedures for handling customer orders and obtaining 
best execution for them in light of the recent dramatic intraday volatility and surges in 
trading volume. 'Best execution' is the obligation of broker/dealers. Market Makers, and 
others to execute customer orders at the best prevailing market price. 

Recent market conditions have raised questions about the proper handling of customer 
orders and resulted in requests for guidance on best execution under these market 
conditions. Under non-turbulent market conditions, order execution systems should be 
designed to process and execute a reasonably anticipated order volume in an efficient, fair, 
and consistent manner. During extreme market conditions, when large order imbalances 
and price volatility may result, many firms implement procedures that are designed to 
preserve uninterrupted execution of customers' orders while lessening the firms’ exposure 
to extraordinary market risk. 

NASD Regulation has indicated that firms should consider the foliowing when evaluating 
whether order execution procedures are appropriate during turbulent market conditions: 


• Procedures for handling of customer orders must be fair, consistent, and reasonable. 

• Disclosure to customers (and order entry firms) should be made when the firm's 
order execution procedures differ during turbulent market conditions. Disclosing 
alternative order procedures, however, does not insulate the broker/dealer from 
potential best execution violations - the alternative procedures must also be fair. 

• Modified order execution procedures should be implemented only when warranted by 
market conditions. Firms are required to document the basis for activating alternative 
procedures. 


• The SEC has stated that firms must take steps to prevent their systems from being 
overwhelmed during periodic spikes in systems 'message traffic’ due to high volume 
so that they are equipped to handle exceptional loads. Best execution concerns may 
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be raised if a firm frequently activates alternative order execution procedures to 
compensate for inadequate systems. 

. To the extent that broker/dealers execute orders manually during extreme market 
conditions, firms are reminded that NASD rules provide that failure to adequately 
staff an order execution department is not justification for “executing away from the 
best available market". 

Boih Notices to Member, 99-1 1 and 99-12, can be viewed in full via the NASD Regulation 
Web site, www.nasdr.com . 

NASD Regulation oversees all U.S. stockbrokers and brokerage firms. NASD Regulation, 
along with The Nasdaq-Amex Market Group, are subsidiaries of tbe National Association of 
Securities Dealers, Inc. (NASD®), the largest securities-industry self-regulatory organization 
in the United States. 
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Executive Summary 

Federal Reserve Board Regulation T 
governs the extension of credit to 
customers by broker/dealers. Among 
the provisions of Regulation T are 
requirements governing the initial 
margin requirements for certain 
securities transactions. In addition, 
National Association of Securities 
Dealers, Inc. (NASD") Rule 2520 
requires NASD members to impose 
additional margin requirements on 
customer accounts.^ The purpose of 
this Notice is to communicate the 
opinion of the NASD on the margin 
requirements under Regulation T 
and Rule 2520 for day-trading and 
cross-guaranteed accounts with the 
expectation that members will calcu- 
late margin for such accounts In a 
manner that is consistent vwlh Regu- 
lation T and Rule 2520. 

The NASD believes that some mem- 
bers are calculating margin for day- 
traders and cross-guaranteed 
accounts in a manner that is not con- 
sistent with the requirements of Reg- 
ulation T and Rule 2520. Accordingly, 
members are advised to review their 
margin calculation practices to ensure 
that they conform to the requirements 
of these rules. Adherence to the mar- 
gin requirements is in the best inter- 
est of the investing public and serves 
to protect the financial security of 
members that extend credit. 

Finally, the NASD believes that some 
members may be failing to take cer- 
tain account-related charges when 
computing their net capital pursuant 
to Securities and Exchange Commis- 
sion (SEC) Rule 1 5c3-1 . These 
charges include those specified in 
Rule 2520(f)(4) for certain guaran- 
teed accounts. Members should 
review the requirements of SEC Rule 
1 5c3-1 and Rule 2520 to determine 
whether they are in compliance with 
these rules. 

Members should be aware that the 
NASD believes compliance with the 


margin and net capital requirements 
is of paramount importance and 
intends to examine member firms for 
compliance with these rules. 

Questions concerning this Notice 
may be directed to Samuel Luque, 
Associate Director, Member Regula- 
tion. NASD Regulation, Inc. (NASD 
Regulation^, at (202) 728-8472, or 
Susan DeMando, Regional Compli- 
ance Supervisor, Member Regula- 
tion, NASD Regulation, at 
(202) 728-8411. 

Discussion 

This addresses some of the 
most frequently asked questions 
regarding the application of Regula- 
tion T and Rule 2520 to day-trading 
and cross-guaranteed accounts. In 
addition, this addresses only 

common scenarios and questions 
relating to marginable equity securi- 
ties and is not meant to be a com- 
plete discussion of the application of 
Regulation T and Rule 2520 to all 
possible trading strategies utilized by 
day-trading and/or cross-guaranteed 
accounts. 

In order to clarify member under- 
standing of the requirements relating 
to day-trading and cross-guaranteed 
accounts, highlighted below in plain 
English are some of the fundamental 
requirements and provisions of these 
rules. 

General 

• Members must perform two sepa- 
rate margin calculations for each 
account each day; one for Regulation 
T and one for Rule 2520. The calcu- 
lations should be performed at the 
end of each trade date: intra-day cal- 
culations are not permitted. Members 
must comply with the requirements of 
both rules at all times. 

• “Day-trading” means buying and 
selling the same security on the 
same day. A “day-trader^ is any cus- 

December 1998 
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lomer whose trading shows a pattern 
of day-trading (see Rule 
2520(f)(8)(B)). (See also the Securi- 
ties industry Association’s Credit 
Division definition of “day- 

trading" as “selling first and then 
repurchasing" the same security on 
the same day.) 

• Oay-trades should occur only in 
margin acxounts. Day-trading in a 
cash account may amount to free rid- 
ing {i.e., purchasing a security and 
then selling it without having paid for 
the purchase). 

• Regulation T requires initial margin 
of 50 percent for new purchases and 
1 50 percent for short sales (of which 
too percent can come from the pro- 
ceeds of the short sale, with the ois- 
tomer depositing the remaining 50 
percent). (See Regulation T, Sec- 
tions 220.12(a) and (c)(1).) 

• Rule 2520 requires maintenance 
margin of 25 percent of the current 
market value for all long positions, 
and $5 per share or 30 percent of the 
current market value, wtiichever 
amount is greater, of each stock 
"short" in the account selling at $5 
per share or above (see Rule 
2520(c)(1) and {c)(3)). If a cus- 
tomer's account is both Tong’ and 
"short" the same security, Rule 
2520(e)(1) requires five percent 
maintenance margin of the current 
market value of the long security. 

The short position must be marked 
to the market 

• If two accounts are cross-guaran- 
teed and one is long the same secu- 
rity that the other is short the same 
number of securities, the mainte- 
nance margin requirement on the 
combined positions is five percent. 
This five percent maintenance mar- 
gin requirement in no way eliminates 
the requirement to comply with the 
initiai margin requirements of Regu- 
lation T on the original purchase and 
short sale. 


• When calculating Regulation T 
margin, r^jss guarantees have no 
effect (see Regulati<m T, Section 
3(d)). Therefore, membere must 
apply Regt^tion T to each account 
separately, notwithstanding the fact 
that Rule 2520 permits cert^n spe- 
cial maintenance margin treatment 
for transactions in cross-guaranteed 
accounts. 

• Rule 2^0{f){4) cross guar- 
antees for maintenance margin pur- 
poses so that the amount of 
maintenance margin excess tn one 
account may be used to offset a 
maintenance margin deficit in the 
other cross^uaranteed account. In 
any given situation, the account with 
the maintenance margin excess is 
cOTsidered the guaranteeing acccxrnt 
and the account with the mainte- 
nance margin deficit is considered 
the guaranteed account. 

• The fact that Regulation T margin is 
calculated at the end of the business 
day only does not mean that 
broker/dealers can disregard intra- 
day risk. Reliance on the proceeds of 
anticipated sales to pay for purchas- 
es exposes the broker/dealer to risk. 

Regulation T 

• Margin is required for each long or 
short securities position unless an 
exception or special provision is 
available (see Regulation T. Section 
4(b)). The required margin is set forth 
in Section 12 (the Supplement). 

• Regulation T margin is calculated at 
the end of the business day. All 
tran.sactions on the same day are 
combined to determine the Regula- 
tion T requirement. Therefore, Regu- 
lation T does not distinguish between 
day-trading and other forms of trad- 
ing (see Reguladon T, Section 
4(c)(1)). 

• A Regulation T margin requirement 
may be satisfied by a transfer from 


the Special Memorandum Account 
(SMA), or by a deposit of cash, mar- 
gin securities, or exempted securi- 
ties. in any combinatton (see 
Regulation T, Section 4(c)(2)). 

• Reguiation T treats a short saie 
"against the box" as a long saie (see 
Regulation T. Section 4(b)(2)). As a 
result, there is no Regulation T 
requirement on the transaction; how- 
ever. Rule 2520(e)(1) imposes a five 
percent margin requirement on the 
market value of the long position and 
requires the short position to be 
marked to the market. 

• A saie cannot be treated as a short 
sale “against the box,” nor can it be 
treated as a long sale, if the account 
making the saie is ncH long the same 
number of shares of the same secu- 
rity, even if another cross-guarantee- 
ing account is long the security. 
Because cross guarantees have no 
effect urtder Regulation T, the fact 
that another cross-guaranteeing . 
account is long the security is mean- 
ingiess for Regulation T purposes 
and the sale must be regarded as a 
short sale subject to a margh 
requirement of 150 percent (see 
Regulation T, Section 12(c)(1)). 

• Regulation T has no margin 
recuirements for day-trading perse. 
Regulation T margin is calculated on 
the position in the account at the end 
of the day. Therefore, if a day-trader 
engages In numerous day-trades 
throughout the day, but ends the day 
With no securities position. Regula- 
tion T requires margin equal to the 
net loss in the account at the end of 
the day. A Reguiation T cal! must be 
issued for the entire amount of the 
loss. The call may be met by a 
deposit of cash or securities (margin 
or exempted), a transfer from SMA, 
or any combination (see Reguiation 
T. Section 4(c)(2)). 
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Rule 2520 

• While often thought of as a ‘'mainte- 
nance” margin rule, Rule 2520 also 
contains initial margin requirements 
(see paragraph (b)). Initial margin is 
always the greater of the amount 
specified in Regulation T or the 
maintenance margin specified in 
paragraph (c). This requirement 
applies to both non day-traders (see 
paragraph (B)) and day-traders (see 
paragraph (f)(8)(B)). 

• Rule 2520 was created to work in 
tandem with Regulation T. Therefore, 
because Regulation T calculations 
are made only at the end of the day, 
Rule 2520 maintenance margin cal- 
culations must be made only at the 
end of the day. 

Although firms may calculate margin 
intra-day for risk assessment and risk 
avoidance purposes, and may 
impose margin calls based on such 
intra-day calculations, members may 
not grant additional buying power^ to 
a customer on the basis of such intra- 
day calculations. Buying power may 
only be based on the preceding day’s 
end-of-the-day margin calculations. 

• A maintenance margin call may be 
satisfied by a deposit of cash, margin 
securities, or exempted securities, in 
any combination. A maintenance 
margin call maynotbe satisfied by a 
transfer from the SMA. 

• Rule 2520(f)(4) permits special 
margin treatment for transactions in 
cross-guaranteed accounts if certain 
conditions are met. Since Regulation 
T does not recognize cross guaran- 
tees, nothing in Rule 2520 is intend- 
ed to grant guaranteed accounts any 
benefit that would circumvent the 
provisions of Regulation T. 

• Day-trading is recognized by Rule 
2520 through the definitions of “day- 
trading,” “day-trader" and the margin 


requirements specified in Rule 2520 
(f)(8)(B). The paragraph states: 

Whenever day-trading occurs in 
a customer's margin account the 
margin to be maintained shall be 
the margin on the “long” or 
“shorf transaction, whichever 
occurred first, as required pur- 
suant to the other provisions of 
this Rule. When day-trading 
occurs in the account of a "day- 
trader" the margin to be main- 
tained shall be the margin on the 
“long” or “short” transaction, 
whichever occurred first, as 
required by Regulation T of the 
Board of Governors of the Fed- 
eral Reserve System or as 
required pursuant to the other 
provisions of this Rule, whichev- 
er amount is greater. 

Questions And Answers 
Relating To The Calculation Of 
Initial And Maintenance 
Margin On Day-Trading And 
Cross-Guaranteed Accounts 

For the purpose of the illustra- 
tions contained in this Notice, the 
examples assume: 1) that the 
securities discussed are margin- 
able equity securities; 2} that 
unless otherwise noted the main- 
tenance margin requirement on 
short transactions is 30 percent of 
the current market value of the 
security; 3) the customer intends 
to meet his/her requirement with a 
deposit of cash; and 4) that each 
of the customers has a history of 
day-trading, whether or not the 
trades in a specific example are 
day-trades. 

1 . 

Q. Customer A and Customer B 
cross guarantee each other's 
accounts. Customer A buys 
$ 1, 000, 000 of securities on Day 1 
and is long the securities at the end 
of the day. Customer B sells short 


S 1, 000, 000 of different securities on 
Day 1 and is short the securities at 
the end of the day. What are the 
Regulation T and maintenance mar- 
gin requirements for each customer? 

A. Since Regulation T does not 
acknowledge the existence of the 
cross guarantee, Regulation T would 
require Customer A to put up margin 
of 50 percent or $500,000 in pay- 
ment for the securities purchased in 
Customer A’s account (see Regula- 
tion T, Section 220.12(a)). Regula- 
tion T would require Customer B to 
put up margin of 150 percent or 
$1 ,500,000 in payment for the secu- 
rities sold short in Customer B's 
account, of which $1,000,(X)0 could 
come from the proceeds of the short 
sale (see Regulation T, Section 
220.12(c)(1)). 

Rule 2520 requires maintenance 
margin for Customer A of $250,000 
(25 percent of the market value long 
and maintenance margin for Cus- 
tomer B of $300,000 (30 percent of 
the market value short). (See Rule 
2520, paragraphs (c)(1) and (c)(3) 
respectively.) 

2 . 

Q. Considering the facts in Question 
1 again, would the answer be differ- 
ent if the securities bought by Cus- 
tomer A and sold short by Customer 
B were the securities, i.e., 
because of the cross guarantee the 
accounts were fully hedged? 

A. Again, since Regulation T does 
not acknowledge the existence of the 
cross guarantee. Regulation T would 
require Customer A to put up margin 
of 50 percent or $500,000 in pay- 
ment for the securities purchased in 
Customer A’s account (see Regula- 
tion T, Section 220.12(a)). Regula- 
tion T would require Customer B to 
put up margin of 1 50 percent or 
$1 ,500,000 in payment for the secu- 
rities sold short in Customer B’s 
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account, of which S1 ,000,000 ccuid 
come from the proceeds of the short 
sale (see Regulation T, Section 
220-12(c)(1)). 

Rule 2520 (e)(1) peimits mainte- 
nance margin of five perceni of the 
current market value of the long 
securities for “Offsetting long’ and 
‘Short’ Positions" where the same 
security is carried long and short for 
the same customer. Given the exis- 
tence of the cross guarantee, Rule 
2520(f)(4) allows any account guar- 
anteed by another account to be 
consolidated with the other account, 
and the margin to be maintained 
may be detennined on the net posi- 
tions on both accounts. In this case, 
since Customer A and Customer B 
are long and short the same securi- 
ties, and since they cross guarantee 
each other's accounts, they may uti- 
lize the five percent maintenance 
margin requirement outlined in para- 
graph (G)(1) on the offsetting posi- 
tions. Hierefore, the required 
maintenance margin for the com- 
bined position would be $50,000. 

3. 

Q. On Day 1, Customer C purchases 
$400,000 of secunties. The Regula- 
tion T margin required is $200,000. 
The customer deposits $250, 000 
cash in the account and, as a result, 
has received a margin loan of 
$ 150, OCO from broker/dealer to 

complete the transaction. What is the 
customer's Regulation T buying 
power far Day 27 What is the cus- 
tomer's day ‘trading buying po wer for 
0ay2? 

A. Going into Day 2, Custorrer C 
has Regulation T buying power of 
$100,000 because the previous 
day’s Regulation T excess of 
$50,000 would provide $100,000 in 
buying power. Thus, if Customer C 
purchases securities on Day 2 that 
he does not sell on Day 2, he can 
make such purchases up to 


$1<X).000 vw^out incurring a Regula- 
tion T cal!. Buying power is calculat- 
ed as fellows: (S250.000 - ($400,000 
x50%))x2 = $100,000. 

Going into Day 2, the OiStomer has 
day-trading buying pKDwer of 
SSOO.OCX) because maintenance 
margin excess of $150,000 provides 
day-trading buying power of 
S300,(KX). If Cuslomer C purchases 
securities on Day 2 which he subse- 
quently sells on Day 2, ie., he 
engages in day-trading, he can make 
such purchases up to $300,000 with- 
out ^cuning a day-trading call. TTiis 
is calculated as follows: ($250,000 - 
($400,000 X 25%)) X 2 = $300,000. 

The atxive answer presumes Cus- 
tomer C did not irv:ur a loss on the 
day-trades (i.e., made a profit or 
broke even). If Customer C were to 
buy $300,000 of securities and sell 
them the same day for $280,000. he 
would have a Regulation T call for 
$20,(X)0, or 100 percent of the loss. 
Regulatbn T requires additional mar- 
gin when a transaetbn creates or 
ir>creases a ma^in deficiency in an 
amount equal to the deficiency creat- 
ed or increased (see Regulation T, 
Section 220.4(c)(1)). 

4. 

C. Customer D makes one purchase 
for $2, 000, 000 in the morning of Day 
1 and then sells the securities at a 
profit in the afternoon of Day 1 for 
the same account ending the day 
with no securities position. What is 
the customer's margin requirement? 

A. Regulation T margin is calculated 
on the end of the day position. 
Because the customer has no secu- 
rities position at the end of the day, 
and did not incur a loss, there is no 
Regulation T requirement. However, 
there is a required day-trading main- 
tenance margin requirement of 
$1 ,(KK),000. The margin call would 
be classified as a Rule 2520 Call (not 


a Regulation T call) since it is Rule 
2520 (b) that sets the margin for the 
trade. 

5. 

Q. On Day 1, Customer E buys 100 
A8CD at $88 in an existing margin 
account that has no SMA, and 
deposits $4,400, which is the Regu- 
lation 7 requirement, into the 
account She carnes the position 
over into Day 2. On Day 2, shese/ls 
100ABCDat$89at 11a.m. What is 
impact of the sale on the customers 
Regulatbn T buying power or day- 
trading buying power for the remain- 
der of Day 2? 

A. Going into Day 2, the customer 
has zero Regulation T buying power 
since she deposited the exact 
amount of the Regutation T require- 
ment into her account on Day 1, i.e., 
$8,800 X 50% = $4,400, Per Regula- 
tion T, Section 220.4(c)(1), buying 
power for Day 2 is based on the sta- 
tus of the account at the end of Day 
1 . Intra-day sales on Day 2 cannot 
be used to increase Regulation T 
buying power for Day 2. Therefore, 
Customer E’s Regulation T buying 
power for Day 2 remains at zero, 
irrespective of the sale on Day 2. 

Going into Day 2, the customer has 
day-trading buying power of $4,400. 

If Customer E chooses to purchases 
securities on Day 2 that she subse- 
quently sells on Day 2, i.e., she 
engages in day-trading, she can 
make such purchases up to $4,400 
without incurring a day-trading call. 
This is calculated as follows: ($4,400 
- ($8,800 X 25%)) X 2 = $4,400. The 
customer's day-trading buying power 
is set at $4,400 for Day 2. It can not 
be adjusted by intra-day activity. 

6 . 

Q. On Day 1, Customer F has an 
account containing equity securities 
with a market value of $100,000, a 
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debit balance of $70,000, equity of 
$30,000, and maintenance margin 
excess of $5,000. On Day 2, the cus- 
tomer purchases $100,000 in equity 
securities and later in the same day 
sells them for $105,000. What is the 
Regulation T requirement for Day 2? 

A. Regulation T margin is calculated 
on the end of the day position. Since 
the customer has no securities posi- 
tion at the end of Day 2 resulting 
from Day 2 transactions and earned 
a profit on the sale, there is no Regu- 
lation T requirement for Day 2. 

However, there is a Rule 2520 
requirement. Going into Day 2, the 
customer may use the maintenance 
margin excess carried over from Day 
1 to day-trade additional securities. 


Customer F has a maintenance mar- 
gin excess of $5,000 ($30,000 - 
($100,000 X 25%)). She could use 
this excess to day-trade $10,000 
($5,000 X 2) in equity securities on 
Day 2 without having to deposit any 
additional margin as long as she 
incurs no loss {/.e., she makes a 
profit or breaks even) on the Day 2 
day-trades. Taking the above into 
account, the customer should 
receive a Rule 2520 day-trading mar- 
gin call of $45,000 representing half 
of the purchase price not covered by 
the day-trading buying power. 


Endnotes 

^Several years ago. the NASD amended 
Rule 2520 to make it substantially the same 
as New York Stock Exchange (NYSE) Rule 


431, including paragraph numbering. Thus, 
for example, paragraph 2520(f)(4) is the 
same as NYSE Rule 431 (f)(4). The NASD 
has also customized Rule 2520 in a few 
places in recognition of certain differences 
between the NASD and NYSE in rules, juris- 
diction, and market structure. Members 
should be familiar with the requirements of 
either NASD Rule 2520 or NYSE Rule 431 , 
depending upon which one applies to them. 

^Buying power - either Regulation T or day- 
trading - represents the dollar value of secu- 
rities that can be purchased with a given 
amount of Regulation T or maintenance mar- 
gin excess respectively (usually twice the 
amount of the excess). 

S f993. f^ationa! Assodation of Secunfes Dealers, 
Inc. (NASD). AH rights reserved. 
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Executive Summary 

In tight of the recsit cfcramatsc 
intraday volatility and significant 
surges in trading volume with respect 
to certain issues traded on The 
Nasdaq Stock Ma1<et. Inc. 

(Nasdaq*}, particularty Internet-based 
issues, NASD Regulation. Inc. 
(NASD Regulation®^ is issuing this 
No^e to Member to provide 
members guidance concerning the 
operation of their order execution 
systems and procedures during 
extreme market conditions. In sum, 
while National Association of 
Securities Dealers, Inc. (NASD") and 
Securities and Ext^iange 
Commission (SEC) rules and 
regulations do not specify or 
mandate a particular order execution 
algorithm or procedure for the 
execution of customer orders (aside 
from requir^ents imposed by the 
NASD’s limit order protection 
interpretation). NASD Regulation 
believes that members’ best 
execution obligations require that 
such algorithms and procedures treat 
customer orders in a fair, consistent, 
and reasonable manner. In addition, 
to the extent that members 
(particuiarly wholesale finms) deviate 
from or alter their execution 
algorithms or procedures during 
turbulent market conditions. NASD 
Regulatbn believes that firms should 
consider disclosing such altered 
procedures and the basis for 
activating such altered procedures to 
thsir customers and firms sending 
them order flow.’ 

Questions or comments concerr^ng 
this Notte may be directed to the 
Legal Section of NASD Regulation’s 
Market Regulation Department, at 
(301)590-6410. 

Discussion 

The recent extraordinary volatility 
and volume in particular stod<s, par- 
ticularly Internet-based stocks, has 
led to questions as to whettier cus- 
tomer orders in these stocks are han- 


dled properly, and requests for guid- 
ance on best execution under these 
circumstances. In a companion 
Notice to Members issued today, 
Notice to Members 99- 1 1 NASD 
Regulation is providing guidance to 
firms that deal di rectly with cus- 
tomers with respect to disclosure 
firms should consider making to 
inform investors of the increased 
risks associated with trading during 
turbulent market conditions. Notice tc 
Members 99-11 also fists some of 
the steps on-line firms have taken to 
respond to voiatilit/. With this Notice, 
NASD Regulation is providing guid- 
ance as to the factors Market Makers 
should consider in evaluating 
whether modifications to their order 
execution algorithms or procedures 
during turbulent market conditions 
are consistent with the best execu- 
tion o' customer orders. 

Given the high trade volume and 
share volume of the Nasdaq market, 
as well as cofnpetitive pressures to 
provide swift executions, wholesale 
firms {i.e., those firms principally 
execute orders routed to them from 
other firms) and integrated firms {i.e., 
firms with a large retail business that 
also engage in rriarket making and 
other activities) have developed thsir 
own automated order execution sys- 
tems for smaller customer onders, 
generally 3.000 shares or less. During 
non-turbulent market conditions, these 
systems, which are by no means uni- 
form, typicaiy execute orders on a 
first-in-first-out basis and afford priced 
orders priority on a priceAime basis, in 
addition to complying with applicable 
SEC and NASD rules, such as the 
SEC’S limit order display aile and the 
NASD's limit order protection rule. As 
a genera! matter, these systems 
should be designed to process and 
execute orders during non-turbulent 
market conditions h a fair, consistent, 
and reasonable manner and have a 
capacity that is adequate to handle 
reasonably anticipated trading volume 
in an efficient manner. 
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During extreme market conditions, 
where there are large order imbal- 
ances and/or significant price volatili- 
ty. however, many firms implement 
procedures that are designed to pre- 
sen/e the continuous execution of 
customers’ orders while also lessen- 
ing the exposure of the firm to 
extraordinary market risk. For exam- 
ple, some firms switch from an auto- 
mated order execution mode to a 
manual execution mode in which 
orders are generally routed through 
SelectNef' to execute against anoth- 
er Market Maker, passing on those 
prices to the customer. Other firms 
provide partial executions up to a 
certain size and, if applicable, place 
the remainder of the order in a queue 
that is then processed cxi a first-in- 
first-out basis.2 These are but two 
examples of the procedures firms 
have adopted during extreme market 
conditions and are not intended to 
reflect preferred procedures. 

Some firms have asked NASD Reg- 
ulation whether tfieir procedures dur- 
ing extreme market conditions are 
consistent with the best execution of 
customer orders. Accordingly, NASD 
Regulation is issuing this Notice to 
provide guidance in this area. Specif- 
ically, NASD Regulation believes 
firms should consider the following 
guidelines when evaluating whether 
their order execution algorithms or 
procedures are appropriate during 
turbulent market conditions. Nothing 
in the following guidelines is intended 
to suggest that firms are restricted 
from revising their execution algo- 
rithms for business reasons unrelat- 
ed to market turbulence. 

1 . The treatment of customer 
orders under any order execution 
algorithm or procedure must 
remain fair, consistent, and rea- 
sonable. 
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2. To the extent that a fiitn’s cxder 
executton algorithm or proce- 
dures are different during turbu- 
lent market conditions, tfie firm 
should disclose to its order entry 
firms (and customers if applica- 
ble) the differences In the proce- 
dures frcxn m^mal naii<et 
conditions and the drcumstances 
in which the firm may generally 
activate these procedures. In this 
connection, however, NASD Reg- 
ulation notes tiiat ttie disclosure 
of altemaffve a-der handling pro- 
cedures that are unfair or other- 
wise inconsistent with the firm's 
best execution obligations would 
neither correct the deficiencies 
with such procedures nor absolve 
the firm of potential best execu- 
tion vio!ati(X)s. 

3. Modifications to order execu- 
tion algorithms or procedures 
designed to respond to turbulent 
market conditions may be imple- 
mented only when warranted by 
mar1<et conditions. Excessive 
activation of modified procedures 
on the grounds of turbulent mar- 
ket conditions could raise best 
execution concerns. Accordingly, 
firms should document the basis 
for activation of their modified 
procedures. 

4. As noted above, and as the 
SEC has stated, “[bjroker-deaiers 
therefore need to take steps to 
prevent their (^^erational systems 
from being overwhelmed by peri- 
odic spikes in systems message 
traffic due :o high volume. In par- 
ticular. broker-dealers should not 
merely have sufficient systems 
capacity to handle average-to- 
heavy loads."^ Frecjuent activa- 
tion of modified order execution 
algorithms or procedures 
because a firm has failed to main- 
tain adequate system capacity to 


handle exceptional loads may 
raise best execution concerns. 

5. To the extent firms execute 
orders manually during extreme 
market conditions, NASD Regula- 
tion reminds firms that NASD 
Rule 2320(d) provides that “[fjail- 
ure to maintain or adequately 
staff an over-the-counter order 
room or other department 
assigned to execute customers' 
orders cannot be considered jus- 
tification for executing away from 
the best available market . . . 

Ultimately, it necessarily involves a 
facts and circumstances analysis to 
determine whether actions taken by 
a firm during turbul^ market condi- 
tions are consistent with the duty of 
best execution. Accordingly, NASD 
Regulation cannot provide specific 
guidance that a particular order exe- 
cution algorithm or order handling 
procedure during turbulent market 
conditions is always consistent with 
best execution. Nevertheless, NASD 
Regulation believes the guidelines 
set forth above provide useful direc- 
tion for firms. 


Endnotes 

’Firms that direct order flow likewise have a 
oest execution obligation to conduct regular 
and rigorous review of the quality of execu- 
tions of orders sent to correspondent Market 
Makers. 

®Firms also have reduced their size guaran- 
tee or individual stocks or groups of stocks 
(».©., Internet stocks) on a going-forward 
basis, irrespective of market conditions at 
any given time. 

3see SEC Staff Legal Bulletin No. 8 
(Septembers, 1998). 

© 1S99. National Associmion of Secunlies Dealers, 
fnc- (NASO). AH ligtits reserved. 
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Executive Summary 

In recent months, there has been a 
sharp increase tn price volatility and 
volume in many stocks, particularly 
of companies that sell products or 
services via the Internet (Internet 
issuers). NASD Regulation, Inc. 
(NASD Regulation”) is issuing this 
Notice to Members Xo suggest 
disclosures that firms can make to 
retail customers to educate them 
about the risks of price and volume 
volatility. This Notice also describes 
steps taken by some on-line brokers 
to respond to volatility. A companion 
Notice to Members issued today. 
Notice to Members 99-12, provides 
members with guidance concerning 
the operation of their order execution 
systems and procedures during 
extreme market conditions. 

Questions or comments concerning 
this Notice may be directed to Mary 
Revell, Associate General Counsel, 
Office of General Counsel. NASD 
Regulation, at (202) 728-8203. 

Discussion 

Recently, there has been a marked 
increase in the price volatility of many 
stocks, particularly those of Internet 
issuers. This volatility has been cou- 
pled with record trading volume in 
many of these stocks. Customers 
eager to trade Internet stocks have 
flooded their brokers with large num- 

imbalances, systems queues, and 
backlogs. During these extreme mar- 
ket conditions, many firms imple- 
mented procedures that are 
designed to preserve the continuous 
execution of customers’ orders while 
also lessening the exposure of the 
firm to extraordinary market risk. For 
example, some Market Maker firms 
temporarily discontinued normal 
automatic order executions and han- 
dled orders manually. Firms also 
reduced their size guarantees on 
individual slocks or groups of stocks 
(/.a, stocks of Internet issuers) on a 
going-forward basis. Delays in order 


executions and executions at prices 
significantly away from the market 
price quoted at the time the order 
was entered then occurred, which in 
turn led to market losses caused by 
executions at prices higher or lower 
than customers expected, especially 
with respect to orders placed over 
the Internet. ‘ 

First and foremost. NASD Regulation 
reminds member firms of their obliga- 
tions under Securities and Exchange 
Commission (SEC) Staff Legal Bul- 
letin No. 8 to ensure that they have 
adequate systems capacity to handle 
high volume or high volatility trading 
days.^ In this connection, we note 
that the SEC staff’s position relates 
to all films handling orders and is 
premised on a legal obligation to 
treat customers fairly, 2 Second, firms 
should provide adequate, clear dis- 
closure to customers about the risks 
arising out of evolving volatility and 
volume concerns and any related 
constraints on firms’ ability to process 
orders in a timely and orderly man- 
ner. This Notice describes the types 
of disclosure we deem appropriate. 

We also have spoken to several 
order entry firms that provide on-line 
trading services about the steps they 
are taking to respond to volatility. 

This Notice provides members with 
information about these steps,® 

Disclosure 

Recent events show that the way 
some stocks are traded is changing 
dramatically, and the change in trad- 
ing methods may affect price volatility 
and cause increased trading volume. 
This price volatility and increased vol- 
ume present new hazards to 
investors, regardless of whether trad- 
ing occurs on-line or otherwise. 

Firms are reminded that their proce- 
dures for handling customer orders 
must be fair, consistent, and reason- 
able during volatile market conditions 
and otherwise. To ensure that cus- 
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tomers are knowledgeable about 
these procedures, we suggest that 
al! firms, both order entry firms (le, 
firms with a retail business that route 
orders to other firms for execution) 
and integrated firms {i.e., firms with a 
large retail business that also 
engage in market making and other 
activities), whether they offer on-line 
trading ser\-ices or not, consider 
making the following types of disclo- 
sures to educate retail customers 
about their procedures for handling 
the execution of a securities transac- 
tion. particularly during volatile mar- 
ket conditions, along with any 
additional cSsclosures they deem 
appropriate. NASD Regulation notes, 
however, that disclosure of proce- 
dures that are unfair, inconsistent, or 
unreasonable would not correct defi- 
ciencies witt these procedures. 

Delays 

Firms should consider disclosing that 
high volumes of trading at the market 
opening or ;ntra-ctay may cause 
delays in execution and executions 
at prices significantly away from the 
market price quoted or displayed at 
the time the order was entered. 

Firms should consider explaining to 
customers how older executions are 
handled by Maiket Makers, and 
explain that Market Makers may exe- 
cute orders manually or reduce their 
size guarantees during periods of 
volatility, resulting in possible delays 
in order execution and tosses. This 
disclosure is particajlarly important 
with respect to on-line investors, who 
have come to expect quick execu- 
tions at prices at or near the quotes 
displayed on their computer screens. 

Types Of Orders 

Firms should consider explaining in 
detail the difference between market 
and limit orders and the benefits and 
risks of each. In particular, firms 
should consider disclosing that they 
me required to execute a market 
order fully and promptly without 
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regard to price and that, while a cus- 
tomer may receive a prompt execu- 
tion of a market order, he execution 
may be at a price sigifficanfly differ- 
ent from the current quoted price of 
that security. Firms should tell cus- 
tomers that limit orders will be exe- 
cuted only at a specified price or 
better and that, while the customer 
receives price protection, there is the 
possibility that the order will not be 
executed. 

As a related matter, firms should 
consider additional disclosure for 
customers who place market orders 
for initial pi^ic offering (fPO) securi- 
ties trading in the seccxidary market, 
particularly those that trade at a 
much higher price than their offering 
price, or In "hot stocks" (those that 
have recently traded for a period of 
time under \what is known as “fast 
market conditions," in which the price 
of the security changes so quickly 
that quotes for a stod< do not keep 
pace with the trading price of the 
stock). Firms may disclose that in 
such cases customers’ risk of receiv- 
ing an execution substantially away 
from the market price at the time 
they prface the order may be signifi- 
cantly reduced if they also include a 
cap (a floor) with the order above (or 
below) which the order is not to be 
executed, by placing a limit order. 

Access 

Firms should consider alerting cus- 
tomers that they may suffer mari<8t 
losses during periods of volatility in 
the price and volume of a particular 
stock when systems problems result 
in friability to place buy or sell orders. 
Customers trading on-line may have 
difficulty accessing their accounts 
due to high Internet traffic or 
because of systems capacity limita- 
tions. Customers trading through 
brokers at full-service or discount 
brokerage fimns or through represen- 
tatives of on-line firms when on-line 
trading has been disabled or is ncs 
available because of systems limita- 


tions may have difficulty reaching 
account representatives on the tele- 
phone during periods of high volume. 
Rmns should explain their proce- 
dures for responding to these access 
problems. 

Communications With The Public 

Firms may use advertisements or 
sales literature to make claims about 
the speed and reliability of their trad- 
ing services. These communications 
with the public must not exaggerate 
the members’ capabilities or omit 
material information about he risks 
of trading and the possibilifies of 
delayed executions. Moreover, mem- 
bers should have the systems 
capacity to support any claims they 
make about their trading services. 
Misrepresentations or omissions of 
material facts in public communica- 
tions violate National Association of 
Securities Dealers, Inc. (NASD") 

Rule 2210 as well as Rule 2110, 
which requires members to observe 
high standards of commercial honor 
and just and equitable principles of 
trade. 


Current Practices 

As Stated above, on-line firms have 
described to us steps ttiey have 
taken to respond to volatility. These 
procedures are detailed below. While 
NASD Regulation believes that these 
actions, when clearly disclosed to 
customers, may be appropriate 
responses to trading in securities 
experiencing extraordinary volatility, 
they may not be sufficient or 
appropriate responses in al! 
circumstances, Each action provides 
protection to the firm and obviously 
also impacts a firm’s customers 
wishing to trade those securities. 

Hot IPOs And Hot Stocks 

There recently has been significant 
volatility during the period of time 
when certain IPOs have opened for 
secondary market trading, 
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particularly the IPOs of Internet 
issuers. When some of these IPOs 
started trading on an exchange or on 
The Nasdaq Stock Market, Inc., after 
going public, they initially have 
traded at a much higher price than 
their IPO offering price. The prices of 
some of these "hof IPOs have 
doubled or more in initial trading (one 
increased mcK'e than tenfold in price), 
only to fall sharply in subsequent 
trading. This price volatility has been 
accompanied by significant trading 
volume. Certain non-IPO stocks of 
internet issuers also recently have 
traded for a period of rime under fast 
market conditions. 

The extraordinary volume of orders 
and cancellations entered on-line 
and otherwise during those periods 
caused queues and backlogs for 
many order entry and Market Maker 
firms. As a result of the level of 
market volatility and volume of 
orders, a number of Market Makers 
discontinued their norma! automatic 
execution of orders and began 
handling orders manually. Firms also 
reduced their size guarantees on 
individual stocks or groups of stocks. 
This in turn led to delays in order 
executions, executions at prices 
significantly away from the market 
quoted at the time the order was 
entered, delays in execution 
confirmations and cancellation 
reports. 

Order entry finns responded to this 
price volatility and to changes in 
Market Maker order handling 
procedures in several ways. One 
firm has halted on-line trading of hot 
IPOs and stocks, requiring 
customers to purchase these 
securities through a registered 
representative, either in person or via 
the telephone. When contacted, 
representatives can explain, for 
example, the difference between 
market and limit orders and the 
benefits and risks of each, 
encourage customers whose primary 


goal is to achieve a target price and 
protect aganst sudcten price moves, 
and understand ttet there is a 
posstoility tiat orda" v«l! not be 

executed, to enter limit orders. When 
used, this halt has been 
implemented only for a ^ort period 
of time, typic^ly one day. 

Other do not accept market 
orders for hot IPOs, requiring 
customers who wish to buy these 
stocks to enter a limit order 
specifying the highest price they 
would pay for Uiese issues. Still other 
firms do not acc^t any orders for 
certain IPOs that are f^cast to be 
hot until the IPO begins trading In the 
secondary market. Rnally, some 
firms call clients back who have 
placed orders on IPOs that look to be 
vdatile. The firms alert customers to 
r^tricfe>ns they impose by placing a 
notice on their Web sites. 

Margin 

Ail firms, whether on-line or 
otherwise, may raise margin 
requirements for volatile stocks. 

Some firms that permit on-line 
trading have raised the amount of 
equity that must be maintained in 
margin accounts (maintenance 
margin) for long positions in certain 
volatile stocks to between 40 percent 
and 100 percent.^ The rationale for 
raising maintenance margin Is to 
help ensure that the equity in a 
customer’s margin account is 
sufficient to cover large changes in 
the price of a stock. Increasing 
maintenance margin requirements 
protects both the fimn and customers 
by ensuring that investors have more 
equity in their margin accounts as 
protection ^ case of a large change 
in the value of a stock, which 
reduces the likelihood that the firm 
will have to liquidate assets in the 
customer’s account to meet a margin 
call. Rrms evaluate stocks for more 
stringent maintenance margin 
requirements by examining price 


fluctuations, market capitalization, 
and volatility. 

On^itTe firms also have responded to 
recent volatility by prohibiting the use 
of margin to purchase certain 
securities. Some securities have 
been designated as “not 
marginable," requirirtg customers to 
purchase the securities vrith 100 
percent initial margin, allowing 
payment to be made within three 
days of settlement. Firms also have 
designated certain securities as 
“cash on hand," requiring customers 
to have 100 percent of the purciiase 
price of the security in the account 
before the transaction can be 
executed. 

Investor Education 

Many firms provide some kind of 
investor education on issues related 
to market volatility on their Web sites. 
This education may be found in a 
part of the Web site devoted 
generally to investor education and 
in firm newsletters. !t may include 
definitions of market and limit orders, 
an explanation of the difference 
between the two types of orders, and 
the risks and benefits of each. Some 
firms encourage customers to use 
limit orders when they are more 
concerned about achieving a desired 
target price fora trade than an 
immediate execution. Investor 
education also can be found in some 
fims’ account-opening documents 
and cash- and margin-account 
opening documents. Finally, many 
firms have customer help desks and 
support agents, both of which 
provide answers to customer 
questions. 

Pop-pp Or Splash Screens 

Certain firms have added a page that 
a customer must view when entering 
the customer account pages of their 
Web sites indicating, for example, 
that maintenance margin has been 
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raised for certain listed securities; 
trade reports may be delayed; only 
limit orders will be accepted for 
certain securities; and the latest 
"real-time” quotes viewed on the site 
may not be reflective of the current 
trading price of a stock. 

Some firms use these pages to 
discuss what h^pens when 
customers attempt to cancel market 
orders and enter replacement orders. 
Because of delays in receiving trade 
reports on volatile trading days, 
some customers, fearing that their 
orders have not been executed, 
have attempted to cancel their initial 
market orders and enter new orders. 
Because market onders must be 
executed as promptly as possible, 
firms explain that ct may not be 
feasible to cancel a market orda', 
since it may already have been 
executed, even if a customer has not 
yet received a trade report 
confinmingthe execution. Customers 
are told that entering a cancel order 
and a separate replacement order 
may result in the customer being 
responsible for the execution of 


duplicate orders, if the cancellation 
order cannot be processed in a 
timely fashion. Firms cKJvise 
custrxiffirs instead to fenit 
orders to reduce the risk of fracing a 
duplicate order and ensure that the 
price received is within acceptable 
limits. One firm has created another 
category of <Mtfer cafied “cancel and 
replace”: the firm wiS execute the 
second or "repiacre order” only if it 
can confirm that the initial order was 
in fact canceled. 

Member firms are exploring the 
feasibility of creating more of these 
screer^ on a stock-specific or trade- 
specific basis. This could indude, for 
example, a “pop-up" screen 
explaining that a particular stock is 
trading in a fast market condition 
when a customer seeks to place an 
onjer in file stock. 

Endnotes 

^ Staff Legal Bulletin No- B (UR), published 
on September 6. 1 99B. slates the views of 
the SEC’s Division of Market Regulation 
about the need for broker/dealers to main- 
tain enough internal systems capacity lo 


operate properly when trading volume is 
high. This Bulletin is available on the SEC's 
Web site at: 

f)ttp-J/www.sec.go¥/fules/othem/slbmrS.h!m 

^Ths Legal Bulletin cites an SEC Release in 
support of its position. See note 8, citing 
Securities Exchange Act Release No. 8363 
(July 29. 1968). 33 FR 1115C (August?, 
1968). 

^This A/ofice adaresses possible responses 
lo recent stock price volatility, particularly in 
stocks traded through on-line brokerage 
firms. While it does not address firms' suit- 
abtlfry obligations in connection with recom- 
mended transactions or their 
know-your-customer obligations, firms are 
reminded that the existence of these obliga- 
tions does not depend upon whether a trade 
is executed on-line or otherwise. 

^This increase is from the 25 percent main- 
tenance margin required by NASD and stock 
exchange rules or the 30 percent to 35 per- 
cent maintenance margin required by many 
firms. 

SJ 1999. NaBonal AssodaHan ot SecuriSes Deafen, 
Inc. i^ASO). All rights rsservab. 
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COMPLAINT: 


NASDR Department of Enforcement 


Lakeside Trading and Thomas G. Russell. 


Note: The issuance of a disciplinarj' complaint represents the initiation of a formal 
proceeding by the Association in which findings as to the allegations in the 
complaint have not been made and does not represent a decision as to any of the 
allegations contained in the complaint. Because this complaint is unadjudicated, 
you may wish to contact the respondent before drawing any conclusions regarding 
the allegations in the complaint. 
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NASD REGULATION, INC. 
OFFICE OF HEARING OFFICERS 


Department of Enforcement, 

Complainant, 

V. 


Lakeside Trading, Respondent 
[CRD No. 39418] 

and 

Thomas G. Fiussell. Registered 
General Securities Principal and 
Registered Financial and Operations 
Principal 

[CRD No. 2669033] 

Respondents, 


Disciplinary Proceeding 
No. C05990018 

Hearing Officer _____ 

COMPLAINT 


Upon information and belief, Complainant alleges as follows: 

1 . Respondent Member Lakeside Trading (“Lakeside Trading") became a member of the 
Association in 1996. Lakeside Trading, during all periods mentioned herein, was a 
registered broker/dealer with the Securities and Exchange Commission and a member of 
the Association, which registration and membership remain currently in effect. 

2. individual Respondent Thomas G. Russell (“Respondent Russell") entered the securities 
industry in December 1995 as a General Securities Representative of Lakeside Trading, a 
member of this Association. Respondent Russell, during all periods mentioned herein, was 
associated with member firm Lakeside Trading, and was registered with the Association 
under Article V of the By-Laws as a General Securities Principal, and as a Financial and 
Operations Principal, which registrations remain currently in effect. 
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Complaint 

Case No. C05990018 
Lakeside Trading, et al. 
Page No. 2 


FIRST CAUSE OF COMPLAINT 

NASD Conduct Rules 21 10, 2330(a), and 2510(b): Misuse of Customer Funds 
Against Lakeside Trading and Thomas G. Russell 

3. During the period from on or about October 12, 1 998, through on or about December 1 , 
1998, Lakeside Trading, acting through Thomas G. Russell, its president and sole principal, 
improperly used customer funds, in that Respondent Russell executed approximately 788 
transactions in the account of a public customer IV, account no. 62823861 , then directed 
the trading profits from the customer's account to the firm by placing excessive 
commissions on certain trades equaling approximately 95% of the total trading profits 
earned in the account during that period. 

4. During this period. Respondent Russell effected 788 discretionary trades in the account of 
public customer IV, and failed to obtain written discretionary authority from the affected 
public customer. 

5. Such acts, practices, and conduct constitute separate and distinct violations of NASD 
Conduct Rules 2110, 2330(a), and 2510(b) by Lakeside Trading and Thomas G. Russell, 
each separately. 
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Complaint 

Case No. C0S990018 
Lakeside Trading, et al. 
Page No. 3 


SECOND CAUSE OF COMPLAINT 

NASD Conduct Rules 21 10 and 2330(e): Guaranteed Customer Against Loss 
Against Thomas G. Russell 

6. In September 1998, Thomas G. Russell guaranteed public customer IV against losses in a 
securities account maintained by IV at Lakeside Trading, account no. 62823861, by telling 
IV that only profitable transactions would be placed in his account. 

7. Such acts, practices, and conduct constitute separate and distinct violations of NASD 
Conduct Rules 2110 and 2330(e) by Thomas G. Russell. 

THIRD CAUSE OF COMPLAINT 

Section 10(b) of the Securities Exchange Act of 1934, and Rule 10b-5 thereunder, 
and Conduct Rules 2110 and 2520(f)(7): Regulation T Violations; Effecting Transactions 
Beyond Financial Means, Against Thomas G. Russell 

8. On or about November 30, 1998, Thomas G. Russell, by the use of means or 
instrumentality of interstate commerce, or of the mails, or of a facility of a national securities 
exchange, caused the execution of transactions in his personal account, account no. 
62711000, which he maintained at Lakeside Trading’s clearing firm JB Oxford & Company, 
for which transactions he knowingly did not have the financial resources to settle, nor the 
ability to meet the initial margin requirements of Federal Reserve Board Regulation T. 
Specifically, on trade date November 30, 1998, Respondent Russell purchased shares in 
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Complaint 

Case No. C05990018 

Lakeside Trading, et al. 

Page No. 4 

the stock of Books-a-Mil!ion and OnSale Inc., costing $1,739,986.84 in his personal 
account, while maintaining no more than a $25,000.00 cash balance in the account. 
Respondent Russell failed to disclose to JB Oxford & Company his inability to pay for these 
transactions. These activities resulted in eventual realized losses to JB Oxford & Company 
of approximately $218,797.00. 

9. In addition, on or about December 1 , 1 998, Thomas G. Russel! effected unauthorized 
transactions in the stock of Books-a-Million and OnSale Inc., totaling approximately 
$275,225.00 in the account of public customer IV, with the intention of transferring gains in 
that account to his own account. These transactions resulted in eventual realized losses in 
the account of public customer IV of approximately $97,430.00. 

10. Such acts, practices, and conduct constitute separate and distinct violations of Section 
10(b) of the Securities Exchange Act of 1934, and Rule 10b-5 thereunder, and NASD 
Conduct Rules 21 1 0 and 2520(f)(7) by Thomas G. Russell. 

FOURTH CAUSE OF COMPUINT 

NASD Conduct Rule 2110: Misrepresentations 
Against Thomas G. Russell 

11. In connection with the activities detailed in the Third Cause of Complaint, on or about 
December 1, 1998, Thomas G. Russell willfully misled representatives of his clearing firm, 
JB Oxford & Company, by misrepresenting in a telephone conversation that he had sold 
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Complaint 

Case No. C05990018 

Lakeside Trading, et al. 

Page No. 5 

over $1.7 million in unsecured positions in the stock of Books-a-Million and OnSale Inc, in 
his personal account. By so doing, Respondent Russell prevented JB Oxford & Company 
from taking action to limit losses in the account, so that he could continue to maintain the 
positions in anticipation that the values would increase. 

12. Such acts, practices, and conduct constitute separate and distinct violations of NASD 
Conduct Rule 21 1 0 by Thomas G, Russell. 

FIFTH CAUSE OF COMPLAINT 

SEC Rules 17a-5(a)(2)(iii) and 17a-5(d), and NASD Conduct Rule 2110; 

Failure to File FOCUS Report and Audited Financial Statements 
Against Lakeside Trading and Thomas G. Russell 

1 3. For the month-ending period of December 31,1 998, Lakeside T rading, acting through 
Thomas G, Russell, in contravention of SEC Rule 17a-5(a)(2)(iii), failed to file its FOCUS 
Part IIA and Schedule I with the Association within 17 business days, as required by said 
Rule. 

1 4. In addition, for the year-ending period of December 31,1 998, Lakeside T rading, acting 
through Thomas G. Russell, in contravention of SEC Rule 17a-5(d), failed to file audited 
financial statements. 

1 5. Such acts, practices, and conduct constitute separate and distinct violations of SEC Rules 
17a-5{a)(2)(iii) and 17a-5(d), and NASD Conduct Rule 2110. by Lakeside Trading and 
Thomas G. Russell, each separately. 
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Complaint 

Case No. C05990018 
Lakeside Trading, et al. 
Page No. 6 


SIXTH CAUSE OF COMPLAINT 
NASD Conduct Rules 2110 and 2210(c)(3)(A): 

Failure to Obtain Prior Approval of Initial Advertisement and the Revisions thereto on Website 
Against Lakeside Trading and Thomas G. Russell 

1 6. On or about June 1 , 1 998, Lakeside Trading, acting through Thomas G. Russell, employed 
its initial advertisement, in the form of an internet web-site, without having previously filed 
such material with the Association ten days prior to use, as required by NASD Conduct Rule 
2210(c)(3)(A). Lakeside Trading, acting through Thomas G. Russell, failed to file its initial 
advertisement until July 23, 1998. 

1 7. in addition, during the period from on or about July 24, 1 998, through on or about Novem’ber 
30, 1998, the firm, acting through Respondent Russell, continuously revised such 
advertisements without filing ten days prior to use, as required by the Association. 

1 8. Such acts, practices, and conduct constitute separate and distinct violations of NASD 
Conduct Rules 21 10 and 2210(c)(3)(A), by Lakeside Trading and Thomas G. Russell, each 
separately. 

SEVENTH CAUSE OF COMPLAINT 

NASD Conduct Rules 2110, 2210(d)(1)(A) and 2210(d)(1)(B): Misleading Advertising 
Against Lakeside Trading and Thomas G, Russell 

19. During the period from on or about June 1, 1998, through on or about November 30, 1998, 
Lakeside Trading, acting through Thomas G. Russell, employed advertising, in the form of 
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Complaint 

Case No. C05990018 
Lakeside Trading, et al. 
Page No. 7 


an internet web-site, that failed to provide a sound basis for evaluating the services provided 
by the firm and included exaggerated and unwarranted statements that were potentially 
misleading, Specifically, the firm, acting through Russell, included on the internet v^eb-site: 

a. misleading statements that implied that individuals accessing the firm’s trading 
systems on-line had direct access to the markets; 

b. material that failed to clarify that investors must place trades for the purchase and 
safe of securities through Lakeside Trading as intermediary; 

c. statements that exaggerated customers' ability to access the markets; 

d. material that failed to disclose that customers’ transactions were subject to market 
fluctuation risks, and that trades may not be executed at all; and 

e. material that failed to provide a balanced and complete presentation by omitting 
disclosure concerning the risks associated with day trading. 

20. Such acts, practices and conduct constitute separate and distinct violations of NASD 

Conduct Rules 2110, 2210(d)(1)(A), and 2210(d)(1)(B) by Lakeside Trading and Thomas G. 
Russell, each separately. 


EIGHTH CAUSE OF COMPUINT 

NASD Conduct Rule 2110 and Procedural Rule 8210; Failure to Respond 
Against Thomas G. Russel 


21. By letters dated March 9, 1999, April 26, 1999, April 28, 1999 and May 12, 1999, the District 
staff requested that Respondent Thomas G. Russell provide certain information to the staff. 
These requests for information were sent pursuant to, and in accordance with, the 
provisions of Procedural Rule 8210. all as more fully detailed on Exhibit “A," attached 


hereto. 
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Case No. C05990018 
Lakeside Trading, et al. 
Page No. 8 


22. Respondent Thomas G. Russell failed to respond to the above requests. 

23. Such acts, practices and conduct constitute separate and distinct violations of NASD 
Conduct Rule 2110 and Procedural Rule 8210 by Thomas G. Russell. 


PRAYER FOR RELIEF 


WHEREFORE, Complainant respectfully requests: 


A. Findings of fact and conclusions of law that Respondents committed the violations charged 
and alleged herein; 

B. An order imposing sanctions upon the Respondents in accordance with NASD Rule 8310; 

C. An order requiring Respondents to disgorge fully any and all ill-gotten gains and/or make full 
and complete restitution, together with interest; 

D. An order imposing such costs of any proceeding as are deemed fair and appropriate under 
the circumstances in accordance with NASD Rule 8330; and 

E. An order imposing any other fitting sanction. 

Warren A. Butler, Jr. / 

Vice President and District Director 
NASD Regulation, Inc., District No. 5 
1100 Poydras Street, Suite 850 
New Orleans, Louisiana 70163-0802 
(504) 522-6527 
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Case No. C05990018 
Lakeside Trading, et al. 
Page No. 9 



Andrew A. Favret, Chief Counsel 
NASD Regulation, Inc., District No. 5 
1 1 00 Poydras Street, Suite 850 
New Orleans, Louisiana 70163-0802 
Phone: 504/522-6527 
FAX: 504/522-4077 

Rory C. Flynn, Of Counsel 
Department of Enforcement 
NASD Regulation, Inc. 

1801 K Street, N.W., Suite 800 
Washington, D.C. 20006 
Phone: 202/974-2874 
FAX: 202/974-2805 
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NASD REGULATION, INC. 
OFFICE OF HEARING OFFICERS 


Department of Enforcement, 

Complainant 

V. 


Lakeside Trading, Respondent 
CRD No. 39418 

and 

Thomas G. Russell, Respondent 
Registered General Securities 
Principal and Registered Financial 
and Operations Principal 
CRD No. 2669033 


Respondents 


Disciplinary Proceeding 
No. C0599OO18 

Hearing Officer _______ 

CERTIFICATE OF SERVICE 

Date: May 26, 1999 


I hereby certify that on this 26" day of May, 1 999, 1 caused a copy of the foregoing Complaint 
and Notice of Complaint to be sent by first class certified mail to Thomas G, Russell, 218 West 
Livingston Place, Metairie, Louisiana 70005 (Receipt No. Z 431 858 010); and to Thomas G. 
Russell, do Lakeside Trading, 3850 North Causeway Boulevard, Metairie, Louisiana 70002 
(Receipt No. Z 431 858 011). 


G- Gc-^L 


Andrew A. Favret, Chief Counsel 
NASD Regulation, Inc., District No. 5 
1100 Poydras Street, Suite 650 
New Orleans, Louisiana 701 63-0802 
Phone; 504/522-6527 
FAX: 504/522-4077 
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Press Release 

A u f J D ityvn V 
NASD Regulation, inc. 

1735- K Street, NW 
VVeo-tinyton. DC oiXK't&-t50fJ 

For Release: Wednesday, July 7, 1999 
Media Contact: Nancy A. Condon 
(202) 728-8379 
Other Contact: Barry Goldsmith 
202-974-2850 


NASD Regulation Censures and Fines On-Site Trading, Inc. For 
Registration Violations 

Washington, D.C. — NASD Regulation Inc., announced today that it censured and fined 
On-Site Trading, Inc., of Great Neck, NY, $25,000 for failure to properly qualify and register 
14 individuals. 

In addition to proprietary traders employed by the firm at its main trading floor in Great 
Neck, On-Site provides services to day-trading customers who effect trades from 10 On- 
Site branch offices and other remote locations around the country. 

The censure and fine mark the first disciplinary action by NASD Regulation for violations of 
the NASD's Series 55 registration rule. The rule prohibits equity traders from trading in the 
Nasdaq® and over-the-counter markets without first passing a qualification examination for 
trading and market making and registering with NASD Regulation, 

Without admitting or denying the charges, On-Site consented to the entry of findings that 14 
employees who acted as equity traders between May 1, 1998 and January 31, 1999 failed 
to comply with the Series 55 registration rule. During that period, those 14 traders effected 
approximately 3700 trades in 250 Nasdaq securities. 

On-Site also consented to findings that it lacked adequate oversight to ensure proper 
registration of its traders. As part of the settlement, On-Site agreed to implement new 
compliance procedures to prevent future violations. 

The Series 55 registration rule became effective in April 1998. It applies to market makers, 
agency traders, proprietary traders, and persons who supervise these activities. The rule 
was developed in response to concerns about rule violations by traders conducting market- 
making and principal trading functions in both the Nasdaq and over-the-counter markets. 

In addition to the specialized Series 55 examination, equity traders must also have passed 
either the General Securities Registered Representative Examination (Series 7) or the 
Corporate Securities Limited Representative Examination (Series 62). The Series 55 
examination includes questions regarding the Nasdaq market and market-maker activities, 
automated execution and trading systems, trade reporting, and other industry regulations. 

This matter resulted from an investigation conducted by NASD Regulation's New York 
District Office. 

NASD Regulation oversees all U.S. stockbrokers and brokerage firms with public 
customers. NASD Regulation and The Nasdaq-Amex Market Group, Inc., are subsidiaries 
of the National Association of Securities Deaiers, Inc., the largest securities-industry self- 
regulatory organization in the United States. 

For more information on NASD Regulation, visit its Web Site, www.nasdr.com . 


NASD Regulation Press Release - 07/07/99 

RESULATIDN 
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NASD REGULATION, INC. 

LETTER OF ACCEPTANCE, WAIVER AND CONSENT 
NO. CAF990009 


TO; Department of Enforcement 
NASD Regulation, Inc. 

RE: On-Site Trading, Inc. - MEMBER 
CRD No. 30271 


Pursuant to Rule 9216 of the National Association of Securities Dealers, Inc. (“NASD") Code of 
Procedure, we submit this Letter of Acceptance, Waiver and Consent (“AWC”) for the purpose 
of proposing a settlement of the alleged rule violalions described in Part II below. This AWC is 
submitted on the condition that, if accepted, NASD Regulation, inc. will not bring any future 
actions against us alleging violations based on the same factual findings. 


We understand that: 

1 . Submission of this AWC is voluntary and will not resolve this matter unless and until it has 
been reviewed and accepted by both the Office of Disciplinary Affairs and the National 
Adjudicatory Council ("NAC") of NASO Regulation, Inc.; 

2. If this AWC is not accepted, its submission will not be used as evidence to prove any of 
the allegations against us; and 

3. If accepted; 

a. this AWC will become part of our permanent disciplinary record and may be 
considered in any future actions brought by NASD against us; 

b. this AWC will be made available through NASD Regulation, Inc.'s public disclosure 
program in response to public inquiries about our disciplinary record; 

c. NASD Regulation, Inc. may make a public announcement concerning this agreement 
and the subject matter thereof in accordance with NASD Rule 8310 and IM-8310-2; 
and 

d. We may not take any action or make or permit to be made any public statement, 
including in regulatory filings or otherwise, denying, directly or indirectly, any allegation 
in this AWC or create the impression that the AWC is without factual basis. Nothing in 
this provision affects our testimonial obligations or right to take legal positions in 
litigation in which the NASD is not a party. 

We also understand that our experience in the securities industry and disciplinary history may 
be factors which will be considered in deciding whether to accept this AWC. That experience 
and history are as follows: 

On-Site Trading, Inc., during all periods mentioned herein, was a registered broker/dealer with 
the Securities and Exchange Commission and a member of the Association, which 
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registration and membership remain currently in effect. On-Site Trading, Inc. has not been 
subject to any formal disciplinary action by the Association. 


I. 

WAIVER OF PROCEDURAL RIGHTS 

We specifically and voluntarily waive the following rights granted under the NASD's Code of 
Procedure: 

A. To have a Formal Complaint issued specifying the allegations against us; 

B. To be notified of the Formal Complaint and have the opportunity to answer the allegations 
in writing; 

C. To defend against the allegations in a disciplinary hearing before a hearing panel, to have 
a written record of the hearing made and to have a written decision issued; and 

D. To appeal any such decision to the NAC and then to the U.S. Securities and Exchange 
Commission and a U.S. Court of Appeals. 


Further, we specifically and voluntarily waive any right to claim bias or prejudgment of the 
General Counsel, the NAC, or any member of the NAC, in connection with such person’s or 
body’s participation in discussions regarding the terms and conditions of this AWC, or other 
consideration of this AWC, including acceptance or rejection of this AWC. 

We further specifically and voluntarily waive any right to claim that a person violated the ex 
parte prohibitions of Rule 9143 or the separation of functions prohibitions of Rule 9144, in 
connection with such person's or body’s participation in discussions regarding the terms and 
conditions of this AWC, or other consideration of this AWC, including its acceptance or 
rejection. 


II. 

ACCEPTANCE AND CONSENT 

A. We hereby accept and consent, without admitting or denying the alleged violations, to the 
entry of the following findings by NASD Regulation, Inc.; 


At various times during the period of May 1 , 1 998 to January 31,1 999, On-Site 
Trading, Inc. failed to ensure that 14 persons who were actively engaged in the 
trading of securities in the Nasdaq and OTC markets were properly registered as 
equity traders in accordance with the Association's Series 55 rule requirements. 
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During the aforementioned time period, those 1 4 equity traders effected 
approximately 3700 trades involving approximately 250 Nasdaq securities. 

Additionally, On-Site Trading, Inc. failed to establish, maintain, and enforce 
written supervisory procedures that would ensure the proper registration of 
persons who traded securities in the Nasdaq or OTC markets. 

Such acts, practices and conduct constitute separate and distinct violations of 
NASD Membership and Registration Rules 1032 and NASD Conduct Rules 2110 
and 3010 by On-Site Trading, Inc.. 


B. We also consent to the imposition, at a maximum, of the following sanctions; 

1 . A censure; 

2. A monetary fine in the amount of $25,000.00; 

3. An undertaking requiring On-Site Trading, Inc, within 90 days of the date of 
acceptance of this Letter of Acceptance, Waiver, and Consent to conduct a 
review, in a manner acceptable to the Association, of its supervisory 
procedures regarding registration of personnel engaged in the activity of equity 
trading. Thereafter, upon completion of the review, On-Site Trading, Inc. will 
implement such changes to its supervisory procedures necessary to ensure 
that ail persons in the firm engaged in equity trading are properly registered 
with the Association. On-Site Trading, Inc. will be required to prepare and 
submit to the District No. 10 staff a written report detailing its review 
procedures and revised supervisory procedures no later than 90 days from the 
date of acceptance of this Letter of Acceptance, Waiver, and Consent. 

The sanctions imposed herein shall be effective on a date set by the Association staff. 


III. 

OTHER MATTERS 


A. We understand that we may attach a Corrective Action Statement to this AWC 
which is a statement by us of demonstrable corrective steps taken to prevent 
future misconduct. We may not deny the charges or make any statement that is 
inconsistent with the AWC in this Statement. This Statement does not constitute 
factual or legal findings by NASD Regulation, Inc. nor does it reflect the views of 
NASD Regulation, Inc. or its staff. 

B. We agree to pay any monetary sanctions imposed on us upon notice that this 
AWC has been accepted and that such payments are due and payable, and 



138 


have attached the election of payment form showing the method by which we 
propose to pay any fine imposed. 


We certify that we have read and understand all of the provisions of this AWC and have been 
given a full opportunity to ask questions about it, and that no offer, threat, inducement, or 
promise of any kind, other than the terms set forth herein, has been made to induce us to 
submit it. 




Accepted by NASD Regulation, Ino.: 


Date accrjTTi B'j VlflC. 



Attachments: 

Standard Election of Payment Form 
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Attachment 


ELECTION OF PAYMENT FORM 


We intend to pay the fine proposed in Section II of the Letter of Acceptance, Waiver and 
Consent by the following method (check one): 

)3( A personal check or bank check for the full amount; 

□ Credit card authorization for the full amount;’ 

□ The installment payment plan (only if approved by NASDR staff and the National 
Adjudicatory Council).^ 


Respectfully submitted. 



Only Mastercard and Visa are accepted for payment by credit card. If this option is chosen, the appropriate 
forms will be mailed to you, with an invoice, by the NASD Regulation’s Finance Department. Do not 
include your credit card number on this form. 

The installment payment plan is only available for fines of $5,000 or more. Certain interest payments, 
minimum initial and monthly payments, and other requirements apply. You must discuss these terms with 
the NASD staff prior to requesting this method of payment. 
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NASD Regulation 

1 Submission of Proposed Letter of 


Acceptance, Waiver and Consent 

In the Matter of On-Site Trading. Inc. 

1 CORRECTIVE ACTION 

(ENF0328) 

STATEMENT 


June 21, 1999 


On-Site Trading, Inc. ("OST") submits this Corrective Action Statement in support of the proposed 
Letter of Acceptance, Waiver and Consent ("AWC"). It does not constitute factual or legal findings 
by NASD Regulation, Inc., nor does it reflect the views of NASD Regulation, Inc., or its staff: 

Background 

In February 1998 the NASD published Notice to Members 98-17 ("NTM 98-17"), which announced 
that effective April 1, 1998, the Limited Representative Equity Trader Exam ("Series 55") would be 
required for certain traders. NTM 98-17 explained the operation of a two-year grace period for 
current traders pursuant to the filing of a formal application by May 1, 1998. 

In July 1998 the NASD published Notice to Members 98-60 ("NTM 98-60"), which acknowledged 
that the earlier NTM 98-17 May I application date had previously been extended to May 15, and 
further stated in relevant part: 

To be eligible for this extended qualification period, equity traders had to submit applications to 
NASD Regulation before May I, 1998. The NASD now has amended its Registration Rules to extend 
the filing period to August 31. 1 998. for persons who were functioning as equity traders before May 
1. 1998, and who missed that cut-off date for filing their applications for the Series 55 Examination. 

Consequently, in implementing the new Series 55 mle, NASD provided for three different filing 
dates. 

Explanation 

During the period of time the NTMs were published, OST was engaged in several ongoing 
regulatory matters requiring significant allocation of its staff resources and time. Further, OST's 
staff was required to attend to the daily demands of its business. As a result, OST staff charged with 
implementing the new rule change apparently failed to fully understand key aspects of the Series 55. 
In specific, OST staff misinterpreted the rule and believed that the extensions granted to functioning 
equity traders included new traders. Compounding this inadvertent error, OST staff mistakenly 
believed that there was a 90 grace period attached to the taking of the qualifying examination. As 
a result of the above referenced confusion, 14 equity traders effected trades without having been 
registered in a Series 55 capacity. 
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Corrective Action Taken 


When the deficiency was brought to OST’s attention it promptly reacted and prohibited 
farther trading until such time as the exam requirement was met. All individuals 
requiring Series 55 examinations have either passed the test or are prohibited from 
functioning in that registered capacity. 

Additionally, OST recently expanded its compliance staff and back-office, and has 
implemented a revised "SECTION TV - REGISTRATION" in its written supervisory 
procedures ("WSP"). (See attachment A). Section 4.1 "Registration Requirement" of the 
revised WSP succinctly explains the new Series 55 requirements and details the 
procedure required to ensure compliance for those traders functioning under the two-year 
grace period. 

OST also prepared a written outline entitled "PROCEDURES FOR SETTING UP NEW 
FIRM TRADER" which was disseminated to the firm's registration staff (See 
Attachment B) This document sets out in 12 steps the process required at the firm to open 
a new trader's trading account and to issue an ID to that new trader. Paragraph 2 states in 
pertinent part that "No person can be assigned an account number or user id unless they 
are fully registered with a Series 7 or 62, Series 63, and a Series 55." 

As to the element of human error that largely caused this problem, OST is satisfied that 
the steps it has taken to memorialize the rule change and the guidelines now in place to 
verify registration stams, will limit further errors. However, the compliance and 
registration departments of the firm will attempt to further coordinate their efforts and 
will seek to more closely review future rule changes involving similar issues. 


Dated; June 21, 1999 


On-Site Trading; Inc. 



A duly authorized officer of the firm 
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i^lASO Press Release 

NaJbnsi Assc^ciation cf S-ecuritics Dealers. Inc. 
iraSKSIreol. KW 

VVa3h^n>3l<>n-, DC 2€KKH>- 1 -ijOC’ 



For Release: Thursday, July 29, 1999 
Contact: Nancy A. Condon 
(202) 728-8379 

NASD Board Approves Proposed Rule for Opening Day-Trading 
Accounts 

Washington, D.C. — The National Association of Securities Dealers, Inc. (NASD®) Board of 
Governors today approved a rule that would require firms that promote day-trading 
strategies to disclose to customers, prior to opening accounts, the risks associated with that 
type of trading. In addition, those firms would have to make a threshold determination that 
day trading is appropriate for the customer. The rule will not become effective until 
approved by the Securities and Exchange Commission, after public comment. 

As Internet trading has become more popular, more brokerage firms have begun to 
promote day-trading activities for individual investors. The growth of day-trading activities 
raises unique investor protection issues and concerns. Day trading requires not only 
sufficient capital, but also a sophisticated understanding of the markets and market 
dynamics, and sophistication in identifying securities to trade and in accurately timing buys 
and sells. 

In response to these issues and concerns, the Board agreed that firms promoting day- 
trading strategies must: 

• Disclose Risk - A firm promoting day trading will be required to deliver a disclosure 
statement to the customer discussing the unique risks posed by day trading. The 
disclosure will include several points for customers to consider before engaging in 
day trading, including that they should be prepared to lose all of the funds used for 
day trading and that day trading on margin may result in losses beyond their initial 
investment. Firms will be permitted to develop an alternative disclosure statement as 
long as it is substantially similar to the mandated statement and is approved by 
NASD Regulation's Advertising Department prior to use. 

• Approve the Account for Day Trading - To approve an account for day trading, 
the firm must have reasonable grounds for believing that a day-trading strategy is 
appropriate for a customer by gathering the essential facts relative to the customer. 

A firm need not make this determination if it obtains from the customer a written 
agreement that the customer does not intend to use the account for day-trading 
purposes. If a firm later discovers that a customer who provided this written 
agreement is using the account for day trading, the firm will be required to approve 
the account for day trading within 10 days of the date of discovery. 

"It is important for a firm that is actively promoting a day-trading strategy to be responsible 
for assessing whether the strategy is appropriate for an individual who opens a day-trading 
account at the firm. Today's action by the Board of Governors will go a long way to better 
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protect investors in an increasingly more sophisticated technological environment," said 
Mary L. Schapiro, President of NASO Regulation, Inc. 

Individuals seeking to establish day-trading accounts at these types of firms would be 
covered by the proposed rule, regardless of whether they engage in day-trading activities in 
their own names or under partnership or corporate names. The rule would apply only to 
accounts that are opened after the effective date of the rule. 

The National Association of Securities Dealers, Inc. (NASD®), is the largest securities- 
industry, self-regulatory organization in the United States. It is the parent organization of 
The Nasdaq-Amex Market Group, Inc., and NASD Regulation, Inc. Through its regulatory 
subsidiary, the NASD develops rules and regulations, provides a dispute resolution forum, 
and conducts regulatory reviews of member activities for the protection and benefit of 
investors. The NASD oversees the nation's 5.600 brokerage firms and more than 600,000 
registered brokers. 

For more information about the NASD and its subsidiaries, please visit the following Web 
Sites: www.nasdcom '. www.nasdaa-amex.com : www.nasdr.com : or the Nasdaq-Amex 
Newsroom®^ at v/ ww. nasdaa-amexnews.com . 
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NASD 

REGULATION 


NASD Regulation, Inc. 

1735 K Street. NW 
Wasfiington, DC 20006-1500 
202 728 8000 



August 20, 1 999 


Richard C. Strasser, Esq. 

Assistant Director 
Division of Market Regulation 
Securities and Exchange Commission 
450 Fifth Street, N.W. 

Washington, D.C. 20549 
Mail Stop 10-1 

Re: File No. SR-NASD-99-41 

Approval Procedures for Day-Trading Accounts 

Dear Mr. Strasser: 

Pursuant to Rule 19b-4, enclosed herewith is the above-numbered rule filing. Also 
enclosed is a 3-1/2" disk containing the rule filing in Microsoft Word 7.0 to facilitate 
production of the Federal Register release. 

If you have any questions, please contact Patrice Gliniecki, Office of General 
Counsel, NASD Regulation, Inc., at (202) 728-8014; e-mail Patrice.Gliniecki@nasd.com. 
The fax number of the Office of General Counsel is (202) 728-8264. 


Very truly yours. 



Alden S. Adkins 
Sr. Vice President 
and General Counsel 


Enclosure 
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File No. SR-NASD-99-41 
Consists of 195 Pages 
August 20, 1999 


SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 


Fonn 19b-4 


Proposed Rule Change 


by 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


Pursuant to Rule 19b-4 under the 
Securities Exchange Act of 1934 
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1 . Text of Proposed Rule Change 

(a) Pursuant to the provisions of Section 19(b)(1) under the Securities Exchange 
Act of 1934 ("Act”), the National Association of Securities Dealers, Inc. ("NASD" or 
"Association"), through its wholly owned subsidiary, NASD Regulation, Inc. ("NASD 
Regulation"), is filing with the Securities and Exchange Commission (“SEC" or 
"Commission") a proposed rule change to amend the Rule 2300 Series of the NASD Rules to 
include new Rules 2360 and 2361. The proposed rule change would require a member firm 
that is promoting a day-trading strategy to furnish a risk disclosure statement to a non- 
institutional customer prior to opening an account for the customer and either to ( 1 ) approve 
the customer’s account for a day-trading strategy or (2) obtain from the customer a written 
agreement that the customer does not intend to use the account for day-trading purposes. As' 
part of the account approval process, the firm would be required to make a threshold 
determination that day trading is appropriate for the customer. Below is the text of the 
proposed rule change. Proposed new language is underlined. 

Rule 2360. Approval Procedures for Dav-Trading Accounts 

(a) No member that is promoting a day-trading strategy, directly or indirectly, shall 
open an account for or on behalf of a non-institutional customer, unless, prior to ooeninc the 
account, the member has furnished to the customer the risk disclosure statement set forth in 
Rule 2361 and has: 

( 1 1 approved the customer's account for a dav-trading strategy in accordance 
with the procedures set forth in paragraph tb) and prepared a record setting fonh the 
basis on which the member has approved the customer’s account: or 
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( 2 ) received from the customer a written agreement that the customer does 
not intend to use the account for the purpose of engaging in a dav-trading strategy. 
except that the member mav not relv on such agreement if the member knows that the 
customer intends to use the account for the purpose of engaging in a dav-trading 
strategy. 

(b) In order to approve a customer’s account for a dav-trading strategy, a member 
shall have reasonable grounds for believing that the dav-trading strategy is appropriate for the 
customer. In making this determination, the member shall exercise reasonable diligence to 
ascertain the essential facts relative to the customer, including his or her financial situation, 
tax status, prior investment and trading experience, and investment objectives. 

(c) If a member that is promoting a dav-trading strategy opens an account for a non- 
institutional customer in reliance on a written agreement from the customer pursuant to 
paragraph fa'>f2i and, following the opening of the account, knows that the customer is using 
the account for a dav-trading strategy, then the member shall be required to approve the 
customer's account for a dav-trading strategy in accordance with paragraph (aV 11 as soon as 
practicable, but in no event later than 10 days following the date that such member knows 
that the customer is using the account for such a strategy. 

(d) Any record or written statement prepared or obtained by a member pursuant to 
this rule shall be preserved in accordance with Rule 31 10(aV 

(el For purposes of this rule, the term “dav-trading strategy" means an overall trading 
strategy characterized bv the regular transmission bv a customer of intra-dav orders to effect 


both purchase and sale transactions in the same security or securities. 
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ffl For purposes of this rule, the term “non-inslitutional customer” means a cuslomer 
that does not qualify as an “institutional account" under Rule 3 1 1 0(c)(4). 

Rule 2361. Dav-Trading Risk Disclosure Statement 

(at Except as arovided in paragraph fb~l. no member that is promoting a dav-trading 
strategy, directly or indirectly, shall otten an account for or on behalf of a non-institulional 
customer unless, prior to opening the account, the member has furnished to the customer, in 
y-Titine or electronically, the following disclosure statement: 

You should consider the following points before engaging in a dav-trading strategy. 
For purposes of this notice, a “dav-tradine strategy" means a strategy characterized bv 
the regular transmission bv a customer of intra-dav orders to effect both purchase and 
sale transactions in the same security or securities. 

« Day trading can be extremely riskv. Day trading generally is not appropriate 
for someone of limited resources and limited investment or trading experience and 
low risk tolerance. You should be prepared to lose all of the funds that vou use 
for dav trading. !n particular, you should not fund dav-trading activities with 
retirement savings, student loans, second mortgages, emergency funds, funds set 
aside for purooses such as education or home ownership, or funds required to 
meet vour living expenses. 

• Be cautious of claims of large profits from dav trading. You should be warv 
of advertisements or other statements that emphasize the potential for large profits 
in dav trading. Dav trading can also lead to large and immediate financial losses. 
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» Day trading requires knowledge of securities markets. Dav trading requires 
in-depth knowledge of the securities markets and trading technioues and 
strategies. In anempting to profit through dav trading, vou must compete with 
professional, licensed traders employed by securities firms. You should have 
appropriate experience before engaging in dav trading. 

« Dav trading requires knowledge of a firm's operations. You should be 

familiar with a securities firm’s business practices, including the operation of the 
firm’s order execution systems and procedures. 

« Dav trading may result in vour pavim* large commissions. Dav trading mav 
require vou to trade your account ageressivelv. and vou mav pay commissions on 
each trade. The total daily commissions that vou pay on vour trades mav add to 
vour los.ses or significantly reduce vour earnings. 

» Dav trading on margin or short selling mav result in losses bevond vour 
initial investment. When vou dav trade with funds borrowed from a firm or 
someone else, vou can lose more than the funds vou originally placed at risk. A 
decline in the value of the securities that are purchased mav require vou to provide 
additional funds to the firm to avoid the forced sale of those securities or other 
securities in vour account. Shon selling as pan of vour dav-trading strategy also 
mav lead to extraordinary losses, because vou mav have to purchase a stock at a 
very high price in order to cover a short position, 
fb) In lieu of providing the disclosure statement specified in paragraph faf. a member 
thai is promoting a dav-trading strategy mav provide to the customer, in writing or 
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electronically, prior to opening the account, an aitema!ive disclosure statement, provided 
that: 

( n The alternative disclosure statement shall be subsiantiallv similar to the 
di.sclosure statement specified in paraeraoh (at: and 

(2) The alternative disclosure siatement shall be filed with the Association's 
Advertising Department (Department’) for review at least 10 davs prior to use for such 
shorter period as the Department may allow in particular circumstances) for approval 
and, if changes are recommended bv the Association, shall be withheld from use until 
anv changes specified bv the Association have been made or. if expressly 
disapproved, until the alternative disclosure statement has been refiled for, and has 
received. .Association approval. The member must provide with each filing the 
anticipated date of first use. 

id For purposes of this rule, the term “dav-trading strategy" shall have the meaning 
provided in Rule 2260(ei. 

(dl For purposes of this rule, the term “non-institutional customer" means a customer 
that does not qualify as an “institutional account” under Rule SHOfciidt. 

(b) Not applicable. 

(c) Not applicable. 

2 . Procedures of the Self-Reguiatorv OrganiTation 

(a) The proposed rule change was approved by the Board of Directors of NASD 

Regulation at its meeting on July 28. 1 999. which authorized the filing of the rule change 
with the SEC. The Nasdaq Stock Market has been provided an opportunity to consult with 
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respect to the proposed rule change, pursuant to the Plan of Allocation and Delegation of 
Functions by the NASD to its Subsidiaries. The NASD Board of Governors reviewed the 
proposed rule change at its meeting on July 29. 1999, No other action by the NASD is 
necessary for the filing of the proposed rule change. Section l(a)(ii) of .Article VII of the 
NASD By-Laws permits the NASD Board of Governors to adopt new NASD Rules without 
recourse to the membership for approval. 

The NASD will announce the effective date of the proposed rule change in a Notice to 
Members to be published no later than 60 days following Commission approval. The 
effective date will be 30 days following publication of the Notice to Members announcing 
Commission approval. 

(b) Questions regarding this rule filing may be directed to Patrice M. Giiniecki, 
Assistant General Counsel, NASD Regulation, Office of General Counsel, at (202) 728-8014. 

3, Self-Reeuiatorv Or 2 anization's Statement of the Purpose of and Statutory Basis for, 

the Proposed Rule Chan 2 e 

(a) Purpose 
introduction 

Certain brokerage firms focus primarily, or even exclusively, on promoting day- 
trading strategies to individuals. These firms generally advertise on the Internet and 
elsewhere as “day-trading" firms or otherwise promote their execution and other services as 
desirable for "serious” or "professional” traders. In addition, many of these firms offer 
training on day-trading techniques, as well as provide computer facilities and software 
packages specifically designed to support and accommodate day trading. 
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Day trading, however, raises unique investor protection concerns. In general, dav 
traders seek to profit from very small movements in the price of a security. Such a strategy 
often requires aggressive trading of a brokerage account. As a result, day trading generally 
requires a significant amount of capital, a sophisticated understanding of securities markets 
and trading techniques, and high risk tolerance. Even experienced day traders with in-depth 
knowledge of the securities markets may suffer severe and unexpected financial losses. 

The Proposal in Special Notice to Members 99-32 

To address investor protection concerns arising from day-trading activities, on April 
15, 1999, NASD Regulation issued Special Notice to Members 99-32 soliciting comment on 
proposed rules regarding approval procedures for day-trading accounts. The proposal set 
forth in the Notice required a firm that had recommended an intra-day trading strategy to an 
individual to approve the individual’s account for day trading. The proposal also required the 
firm, as part of the account approval process, to determine that the strategy was appropriate 
for the customer and to provide a disclosure statement to the customer discussing the risks 
associated with day-trading activities. As further discussed below, NASD Regulation 
received 39 comment letters in response to Notice to Members 99-32. 

The Revised Proposed Rule Change 

Based on the comments received in response to the Notice and input provided by the 
various NASD standing-committees, NASD Regulation has revised the proposed rule change 
concerning the opening of day-trading accounts. The proposed rule change, similar to its 
predecessor in Notice to Members 99-32, focuses on disclosing the basic risks of engaging in 
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a day-trading strategy and assessing the appropriateness of day-trading strategies for 
individuals. 

In panicuiar. the proposed rale change would require a firm that is promoting a dav- 
trading strategy , directly or indirectly, to deliver a specified risk disclosure statement to a 
non-institutional customer prior to opening an account for the customer. In addition, the firm 
would be required to ( 1 ) approve the customer’s account for day trading or (2) obtain a 
written agreement from the customer stating that the customer does not intend to use the 
account for day-trading activities. A firm would not be permitted to rely on the written 
agreement from the customer if the firm knows that the customer intends to use the account 
for day trading. In addition, if a customer who provides such an agreement later engages in a 
day-trading strategy, the firm would be required to approve the account for day-trading. 

As part of the account approval process, a firm would be required to have reasonable 
grounds for believing that the day-trading strategy is appropriate for the customer. In making 
this determination, the firm would be required to exercise reasonable diligence to ascertain 
the essentia! facts relative to the customer, including his or her financial situation, tax status, 
prior investment and trading experience, and investment objectives. The firm also would be 
required to prepare a record setting forth the basis on which the firm has approved the 
customer's account. Any record or wTitten statement prepared or obtained by the firm 
pursuant to the proposed rule change would have to be preserved in accordance with NASD 


Rule 3 1 10(a). 
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Requirement to Approve the Account for Day Trading 

F.liminaiion of the Term “Recommend” 

As noted above, the proposal articulated in Notice to Members 99-32 applied to firms 
that had recommended an intra-day trading strategy to individual investors. Many 
commenters raised serious concerns with the proposal's use of the term “recommend." 

While the proposed rules did not define “recommendation” in the context of day trading. 
Notice to Members 99-32 provided general guidance on the types of activities that would 
constitute a recommendation in this context. The Notice stated that in general, a member 
would be recommending a day-trading strategy for purposes of the proposed rules if it 
affirmatively promoted day trading through advertising, training seminars, or direct outreach 
programs, and an individual engaged in day trading in response to those solicitations. 

Many commenters voiced concerns that the Notice adopted an overly broad view of 
"recommendation,” and feared that this broader view would be applied in other contexts. In 
panicular, these commenters were concerned that advertisements or other promotions alone 
would be deemed to trigger a finji's duty to customers under the NASD’s general suitability 
rule. Rule 2310. In this regard, one commenter stated its belief that the historical 
understanding that a recommendation is a specific communication from a broker to a 
customer at a specific time must be maintained- A second commenter suggested that the 
rules include a clear statement that “recommendation” for purposes of the rules shall mean 
"recommendation" as that term is commonly used throughout NASD rules, other Notices to 
Members, and NASD interpretative letters. This same commenter believed the rules should 
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explicitly state that advertising does not constitute a recommendation for purposes of the 
proposed rules. 

Several commenters suggested specific interpretations of the term "recommendation" 
in the day-trading context. For instance, one commenter expressed the view that the types of 
conduct that constituted “recommending" involved actively reaching out to the investing 
public with the goal of reaping financial benefits from the recommendation being made. The 
commenter also believed that the definition of recommendation should expressly exclude 
conduct such as solely operating a Web site that provided general financial information and 
news. A second commenter suggested exempting from the proposed rules those Internet- 
based firms that do not provide individualized instructions or guidance with respect to day 
trading, and that do not promote or endorse particular investment strategies to customers on 
an individual basis. Many commenters. after addressing issues raised by the proposal's use 
of the term "recommendation," suggested that the proposal be limited to a risk disclosure 
requirement. 

In contrast, several commenters believed that the proposed rules should apply to a 
broader scope of firms and firm activities, such as to any firm that permits or accepts intra- 
day trading transactions. In this regard, one commenter opined that all firms promoting, 
advertising, recommending, or providing their customers with the opportunity to day trade 
should be required to comply with the rules. Another commenter suggested. that the proposed 
rules should apply to all firms that promote or advertise day-trading activities or that have 
more than a cenain percentage of day-trading accounts. 
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After considering the comments. NASD Regulation has revised the proposed rule 
change to apply to those firms that are "promoting a day-trading strategy." This revision 
should address commenters' concerns that the interpretation of the term "recommendation" 
in the day-trading context could obfuscate use of the term in the general suitability area. By 
using the concept of "promoting a day-trading strategy,’’ the proposed rale change also would 
more clearly apply to those situations where a member firm either solicits a person on an 
individual basis or advertises to the general public. 

NASD Regulation has determined not to define “promoting a day-trading strategy’’ 
for purposes of the proposed rule change. However, NASD Regulation believes that the 
promotion by a member of efficient execution services or lower execution costs based on 
multiple trades alone would not trigger the requirements under the proposed rule change. In ' 
addition, merely providing general investment research or advertising the high quality or 
prompt availability of such general research would not constitute the promotion of day 
trading under the proposal. Similarly, merely having a Web site that provides general 
financial information or news or lhat allows the multiple entry of intra-day purchases and 
sales of the same securities would not constitute the promotion of day trading. 

However, a member would be subject to the proposed rule change if it affirmatively 
promotes or touts day-trading activities or strategies through advertising, training seminars, 
or direct outreach programs. For instance, a firm generally would be subject to the proposed 
rule change if its advertisements address the benefits of day trading, rapid-fire trading, or 
momentum trading, or encourage persons to trade or profit like a professional trader. A firm 
also would be subject to the proposed rule change if it promotes its day-trading services 
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through a third pany. Moreover, the fact that many of a firm's customers are engaging in a 
day-trading strategy would be relevant in determining whether a firm has promoted itself in 
this way. 

Notably, while the proposed rule change does not define the term "promoting a day- 
trading strategy," firms could submit their advertisements to NASD Regulation's Advenising 
Department for review and guidance on whether the content of the advertisement constitutes 
such activity for purposes of the rule change. As a result, the proposed rule change, as 
revised, should both limit concerns about any effect of the proposal on the NASD’s general 
suitability rule and allow firms to better determine whether a particular advertisement would ’ 
trigger the rule prior to publication or distribution of the advertisement. 

Persons Covered bv the Proposed Rules 

Comments also were varied regarding whether any proposed day-trading rules should 
reach a broader range of customers. One commenter stated that the application of the rules 
should not be limited to natural persons, but should include "non-institutional customers" as 
defined by NASD Rules. This commenter noted that many day traders have opened accounts 
under partnership or corporate names and that these customers typically are no more 
sophisticated than customers who open accounts in their own names. Several commenters 
also believed that all existing customers should be covered by day-trading rules or, at a 
minimum, receive a risk disclosure statement. One individual suggested that any proposed 
day-trading rules should apply to all new day-trading accounts , rather than to new customers. 

In response to commenters’ concerns, NASD Regulation has determined to revise the 
proposal to apply to all non-institutional customers. For purposes of the proposed rule 




158 


change, the term "non-institutional customer" would mean a customer that does not qualify 
as an “institutional account” under NASD Rule 3 1 1 0(c)(4). Rule 3 1 1 0(c)(4) defines 
"institutional account" to mean the account of (1 ) a bank, savings and loan association, 
insurance company, or registered investment company; (2) an investment adviser registered 
either with the SEC under Section 203 of the Investment Advisers Act of 1940 or with a state 
securities commission (or agency or office performing like functions); or (3) any other entity 
(whether a natural person, corporation, partnership, trust, or otherwise) with total assets of at 
least $50 million. Applying the proposed rule change to non-institutional customers would 
ensure that most individuals would be covered by the proposed rule change, regardless of 
whether they engage in day-trading activities in their own name or in the name of a 
corporation or partnership. As revised, the proposed rule change would not apply to an 
existing customer unless the customer opens a new account at a firm that is promoting a day- 
trading strategy, 

■Accounts Used For Purposes Other Than Day-Trading Activities 

As an alternative to approving an account for a day-trading strategy, the proposed rule 
change would permit a firm that is promoting a day-trading strategy to obtain from the 
customer a written agreement that the customer does not intend to use the account for the 
purposes of day trading (“other-use agreement”). In addition, the firm would be required to 
provide a risk disclosure statement to the customer even if the firm obtains an other-use 
agreement. A fiirn would not be permitted to rely on an other-use agreement if it knows that 
the customer intends to use the account for day trading. Moreover, if a firm opens an account 
for a customer in reliance on an other-use agreement, but later knows that the customer is 
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using the account for day-trading activities, then the firm would be required to approve the 
customer's account for day trading in accordance with the rule as soon as practicable, but in 
no event later than ten days from the date of discovery. 

F.lements to Consider in Making Appropriateness Determinations 

Commenters also suggested additional elements that a firm should consider in order 
to assess the appropriateness of a day-trading strategy for an individual. For example, several 
commenters believed that firms should be required to determine the source of funds that an 
individual intends to use for day-trading activities. Other commenters, however, voiced 
concerns that any such requirement would be an invasion of privacy or questioned why this 
requirement would not apply to all types of brokerage accounts. One individual believed that 
all persons should be required to meet a minimum net worth standard in order to engage in - 
day trading. 

After considering the comments, NASD Regulation has revised the proposed rule 
change to require a firm that is promoting a day-trading strategy to have reasonable grounds 
for believing that the strategy is appropriate for the customer and to exercise reasonable 
diligence to ascertain the essential facts relative to the customer. .The proposed rule change 
continues to require a firm to review the customer’s financial situation, prior investment and 
trading experience, and investment objectives. A firm also would be expressly required to 
review the customer's tax status. The proposed rule change, however, would not require 
firms to determine the source of funds, primarily because of concerns with defining the scope 
of any such obligation and the risks of imposing disproportionate burdens on firms. 
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Definition of an Intra-Dav Trading Strategy 

The proposal set forth in Notice to Members 99-32 defined “intra-day trading 
strategy" to mean "an overall trading strategy characterized by the regular transmission by a 
customer of multiple intra-day electronic orders to effect both purchase and sale transactions 
in the same security or securities,” Several commenters suggested a broader definition of the 
term. For example, one commenter stated that the term should include a person who 
regularly makes only one buy and one sale of a particular security or group of securities on a 
daily basis. A second commenter believed that the terra should include short-term trading 
strategies that could occur over, for example, a two-day period. Another commenter 
suggested that the definition include any offer and sale of the same security if the offer and 
sale are accomplished prior to settlement. 

In contrast, one commenter emphasized its belief that the long-standing historical 
definition of a day trader requires a pattern of day trades, noting that there are legitimate 
reasons to buy and sell a single security in a single day that are not premised on a day-trading 
strategy. This commenter suggested that the proposal apply only when a clearly defined and 
easily identified pattern of activity exists over a considerable period of time. Another 
commenter expressed a general view that the definition of day trading lacked sufficient 
clarity, and raised a series of questions regarding the scope of the term, including whether it 
should include the transmission of orders in a non-electronic environment. 

In light of the comments. NASD Regulation has revised the proposed definition of 
“day-trading strategy" to mean “an overall trading strategy characterized by the regular 
transmission by a customer of intra-day orders to effect both purchase and sale transactions in 
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the same security or securities.” NASD Regulation believes that the revised definition would 
include those instances where an individual regularly transmits one or more purchase and 
sale (i^. •’round-trip") transactions in a single day. In addition, although as a practical 
matter, day trading typically requires electronic delivery of orders, the proposed definition of 
•'day-trading strategy” has been revised to include orders transmitted by non-electronic 
means, such as by telephone. 

Requirement to Provide Day-Trading Risk Disclosure Statement 

As discussed above, the proposed rule change would require a firm that is promoting 
a day-trading strategy to deliver a disclosure statement to the customer discussing the unique" 
risks posed by day trading. The disclosure statement would include several factors that a 
customer should consider before engaging in day trading, including that the customer should ■ 
be prepared to lose all of the funds that he or she uses for day trading and that day trading on 
margin may result in losses beyond the initial investment. The firm would be permitted to 
develop an alternative risk disclosure statement, provided that the alternative statement was 
substantially similar to the mandated statement and was filed with, and approved by. NASD 
Regulation's Advertising Department, 

Many commenters agreed that customers should receive additional information on the 
risks of day-trading or other on-line trading activities. One commenter suggested that firms 
be required to provide a risk disclosure statement to ail new individual customers, rather than 
limit dissemination to individuals to whom firms have recommended a day-trading strategy, 
in contrast, another commenter believed that it was more effective for the NASD to provide 
risk disclosures to potential customers in an educational atmosphere, such as the NASD’s 
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Web site. Some coramenters suggested specific revisions to the proposed risk disclosure 
statement. In this regard, one commenter proposed that the statement include the language 
from the te.xt of the Notice that day trading generally would not be appropriate for someone 
of limited resources and limited investment or trading experience and low risk tolerance. 
Another commenter expressed concern that the suggestion in the disclosure statement that 
persons inquire as to a firm’s capacity to permit customers to engage in day trading might 
place an unrealistic obligation on the customer. 

Comments generally were divided as to whether customers should be required to 
acknowledge receipt of the disclosure statement. One commenter believed that a firm should 
be able to provide a copy of the statement on its Web site or in an initial mailing to the 
customer at the time of account opening. The commenter stated that the document was a 
disclosure of risks and not an agreement between the parties. Another commenter asserted 
that firms should have flexibility in deciding whether to require a customer to sign the 
statement. In contrast, one commenter emphasized that requiring customers to acknowledge 
receipt of the statement would prptect both the customer and the firm. In addition, one 
individual suggested that the proposed rules require customers to sign the statement and to 
wait three days prior to trading to allow for additional reflection and consideration. 

After considering the comments. NASD Regulation has modified the proposed rule 
change to require firms promoting a day-trading strategy to deliver the risk disclosure 
statement to all non-institutional customers prior to opening an account for such customers. 
NASD Regulation is not recommending that all firms be required to disseminate the 
disclosure statement to all new customers because the benefits of such a requirement are 
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unclear. However, NASD Regulation will continue to monitor the growth of day-trading 
activities to determine whether, in the future, such a requirement might be justified. In 
addition. N.ASD Regulation encourages all firms, particularly firms that provide on-line 
trading capability, to provide the mandated risk disclosure statement or a substantially similar 
disclosure statement to their customers. 

The disclosure statement also has been revised to include the additional key point that 
day trading generally is not appropriate for persons of limited resources and limited 
investment or trading experience and low risk tolerance. The provision in the proposed 
statement that an individual should confirm that a firm has adequate capacity to support day- 
trading activities has been deleted, in light of concerns that the provision might place undue 
burdens on the customer. 

Comments Suggesting No or Minimal Regulatory Response 

Those commenters that opposed any action in the area of day trading generally 
questioned why day-trading activities merited special regulation. For example, two 
commenters emphasized that many investments were risky and generally believed that the 
proposed rules inappropriately targeted day-trading firms. Some commenters also suggested 
that the proposed rules were paternalistic. Another commenter raised concerns that the 
proposal unfairly suggested to investors that on-line trading is somehow less scrupulous and 
more risky than trading through a traditional broker/dealer. This commenter also believed 
that the existing regulatory framework provides ample means to combat abuses associated 
with day trading. In addition, one commenter generally stated that it was premature to 
attempt regulation of day-trading practices. Several individual commenters, in opposing 
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regulation of day trading, emphasized the benefits of electronic trading and their ability to 
protect themselves. 

As noted above, however, N.ASD Regulation believes that the proposed rule change 
focuses on the promotion of trading strategies that present very high risk to individuals and. 
as revised, should be easier for firms to apply to their activities. Firms that are actively 
promoting a day-trading strategy should be responsible for assessing whether the strategy is 
appropriate for an individual who opens a day-trading account at that firm. These firms also 
should be required to disclose the risks of engaging in a day-trading strategy to an individual 
prior to opening an account for that individual. 

(b) Statutory Basis 

NASD Regulation believes that the proposed rule change is consistent with the 
provisions of Section 15A(b)(6) of the Act, which requires, among other things, that the 
Association's rules must be designed to prevent fraudulent and manipulative acts and 
practices, to promote just and equitable principles of trade, and. in general, to protect 
investors and the public interest. The NASD believes that the proposed rule change 
codifying the obligation of firms promoting day-trading strategies to disclose the risks of 
these strategies to non-institutional customers and to determine whether the strategy is 
appropriate for a customer will help to protect investors and the public interest in an 
increasingly more sophisticated trading environment. 
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4. Self-Regulatorv Organization's Statement on Burden on Competition 

NASD Regulation does not believe that the proposed rule change will result in any 
burden on competition that is not necessary or appropriate in furtherance of the purposes of 
the Act. as amended. 

5. Self-Regulatorv Organization's Statement on Comments on the Proposed Rule 
Change Received from Members. Particinants. or Others 

The proposed rule ch^ge was published for comment in NASD Special Notice to 
Members 99-32 (April 15, 1999). The comment period expired on May 31. 1999. Thirty- 
nine comment letters were received in response to the Notice. A copy of Notice to Members 
99-32 is attached as Exhibit 2. A summary of the comment letters received in response to the 
Notice is attached as Exhibit 3. Copies of the comment letters are attached as Exhibit 4. Of 
the 39 comment letters received, approximately 13 were in favor of the proposed rule change. 
8 supported risk disclosure only, 1 2 were opposed to the proposed rule change, and 6 
e.xpressed no opinion or addressed broader issues. 

6. Extension of Time Period for Commission Action 

NASD Regulation does' not consent at this lime to an extension of the time period for 
Commission action specified in Section 19(b)(2) of the Act. 

7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for Accelerated 
Effectiveness Pursuant to Section 19(bi(2) 

Not applicable, 

8. Proposed Rule Change Based on Rules of Another Self-Regulatorv Organi/ation or of 
the Commission 


Not applicable. 


166 


9. Exhibits 

1 . Completed notice of proposed rule change for publication in the Federal Register 

2. NASD Special Notice to Members 99-32 (April 15, 1999). 

3. Summary of Comment Letters received in response to Special Notice to 
Members 99-32. 

4. Comment Letters received in response to Special Notice to Members 99-32. 

Pursuant to the requirements of the Securities Exchange Act of 1934, NASD 
Regulation has duly caused this filing to be signed on its behalf by the undersigned thereunto, 
duly authorized. 

NASD REGULATION, INC. 

Alden S. Adkins, Sr. Vice President and General Counsel 


Date: August 20, 1999 
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Chairman Collins, Senator Levin and members of the Subcommittee: 

1 am Peter Hildreth, Director of Securities Regulation for the State of New Hampshire 
and current president of the North American Securities Administrators Association 
(“NASAA”)'. I want to thank you for the opportunity to appear before you once again 
and to present the views of NASAA as you look into issues and problems surrounding 
electronic stock day trading. We recognize and appreciate your leadership in focusing 
attention on the problems in this area. 

Chairman Arthur Levitt of the Securities and Exchange Commission has called state 
securities regulators the “local cops on the beat.” It is a good analogy. State regulators 
tend to get the first complaints from investors. We read the local newspapers for 
questionable advertisements for investment products and services. 

We often do the first examinations, bring the first actions, and shine a spotlight on an 
emerging problem. This leads to the national regulators becoming more involved and 
addressing the problem from a national perspective. Two years ago, this was the case 
with microcap stock fraud when we first testified before this Subcommittee, and we 
believe it could be the case with day trading now. 

NASAA’s Involvement with Day Trading 

Early last year, Phil Feigin, then-Colorado Securities Commissioner and now NASAA’s 
executive director, raised some concerns about day trading firms in his jurisdiction and 
imposed some restrictions on their operations. 

The more he learned about day trading the more questions he had. Later in the year, 
Massachusetts and Texas took the lead in examining day trading firms in their 
jurisdictions and bringing enforcement actions. 

Last December, in part because of those actions, the NASAA Board of Directors formed 
a Project Group to conduct research about the industry, prepare a report of its findings 
and make recommendations. 

The Project Group, chaired by David Shellenberger, chief of licensing at the 
Massachusetts Securities Division, worked through July 1 999 gathering information and 
analyzing issues, and had consultants study trading records. The NASAA Day Trading 


' The oldest international organization devoted to investor protection, the North American Securities 
Administrators Association, inc., was organized in 1919. Its membership consists of the securities 
administrators in the 50 states, the District of Columbia, Canada, Mexico and Puerto Rico. NASAA is the 
voice of securities agencies responsible for grass-roots protection and efficient capital formation. 
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Project Group Report dated August 9, 1999 was the result of that effort. A copy of the 
report and appendix is available on the NASAA web site at www.nasaa.org. 

As you may know, state securities regulators have been warning investors about the risks 
of day trading for nearly a year now, beginning with a press release NASAA issued last 
November following several cases brought by Massachusetts. Based on conversations we 
have had with your staff, 1 know you, too, have spent several months investigating the 
evolving practices of day trading firms. 

While both the NASAA Project Group and your Subcommittee had been researching the 
day trading industry for a significant time before the tragedy in Atlanta, that event 
dramatized the issues presented by the industry. The tragedy heightened regulators’ 
concerns, and drew global attention to problems in the industry’. 

We believe there are indeed problems associated with the day trading industry, not the 
lea.st of which is the hype about how average people can get rich quick, with no 
experience necessary. 

We believe our report, the first of its kind, will help Congress and the public, as well as 
our fellow regulators, better understand the issues and problems. We also believe the 
report will be helpful in framing appropriate responses from Congress and regulators. 

In just a few short years, electronic day trading has become part of our culture. It has 
captured the national imagination in part because it combines two major developments 
that characterize America in the late Nineties - the bull market on Wall Street and the 
technology revolution brought about by the personal computer and the Internet, There 
are best-selling books that purportedly teach people how to day trade successfully, cover 
stories in national magazines, and features on network, cable and local television. Day 
trading has even made it into cartoon strips like Doonesburv and Foxtrot . 

Unfortunately, much of the early media coverage tended to glamorize day trading. The 
fact is day trading is anything but glamorous. As our report makes clear, day trading is 
very risky and most people who day trade will lose all of the funds they put into it. 

NASAA Project Group Report 

We hope our report will serve as a first step toward a better understanding of the issues 
and the problems, and point to some solutions. We are not suggesting it is the final word, 
but merely the beginning of the investigation into the day trading industry. 

We have not examined ail the approximate 62 day trading firms and their branch offices 
we believe exist but at the firms and branch offices we have examined, we’ve found 
problems — problems with marketing, suitability, loan arrangements, supervision and 
customers trading other people’s money without regard to licensing requirements. 
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There are several issues you asked us to address in our testimony: 

• A general discussion of day trading, including any estimates of the number of 
day trading firms, the estimated number of individuals who day trade at day 
trading firms or from remote locations, and how the practice of day trading 
differs from online brokerage and investing services; 

The Project Group developed a chart that listed firms believed to offer day trading 
services. Included are those registered with the NASD and those registered with the 
Philadelphia Stock Exchange, The chart identifies a total of 62 firms that are currently 
active, with a total of 287 branch offices. The Electronic Traders Association (ETA) 
estimates that 4,000 - 5,000 people trade full-time through day trading brokerages, 
making 1 50,000 to 200,000 trade.s a day,^ The transactions of these day traders 
“represent nearly 1 5% of daily Nasdaq volume.” ’ We are relying on industry numbers 
and press accounts for these latter statistics. The Project Group did not independently 
verify these numbers since we considered it beyond the scope of our report. 

Day trading firms differ from traditional brokerage firms, discount brokerage firms and 
on-line brokerage firms. The more common and conventional day trading firms, those 
registered with the NASD, provide the means for customers to trade their own accounts. 
They promote and facilitate a particular type of trading. The firms provide computer 
terminals, sophisticated software to track stock prices in real time and direct, dedicated 
line access to the market, access that only a few years ago was limited to brokerage firms 
alone. The firms’ customers, the day traders, attempt to make profits on small changes in 
the prices of stocks. They are known as day traders because they make intra-day trades, 
i.e., they are taught to close out positions by the end of each day. 

Day trading firms furnish customers with information on order flow and provide 
electronic execution of orders. They also often market and provide courses in day trading 
basics, strategies and techniques to their prospective brokerage customers. Day trading 
firms charge commissions that are less than those charged by traditional full-service 
brokers but more than discount brokers or on-line brokerage firms. And because day 
traders trade so frequently, often dozens of times per day, their commissions add up 
quickly. 

The concepts of “on-line trading” and “day trading” have been confused and sometimes 
referred to interchangeably. There are big differences. The term “on-line trading” simply 
describes the ability to access a brokerage account and effect transactions over the 
Internet. Often, this account is maintained with a discount brokerage firm, offering 


^ Randy Whitestone and Phil Serafino, Day Traders ’ Invasion, Bloomberg, May 1999, at 36, 39. 

’ Britt Tunick, Day Traders Working Hard to Influence How Ihe Profession is to he Defined, Securities 
Week, May 24, 1999. 
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inexpensive, self-service brokerage transactions. Reportedly, there are millions of open, 
on-line brokerage accounts. On-line services are simply a tool, while day trading is a 
strategy promoted by a brokerage firm. 

Traditional brokerage firms have focused on making recommendations to customers, 
processing orders from customers and handling accounts on a discretionary basis. 
Discount brokers tend to passively accept orders from customers, eschewing the making 
of recommendations. 

• The risks that day trading poses to investors and any estimates on the 
percentage of individuals who actually profit from day trading; 

Trading refers to purchasing and selling securities on a short-term basis, with the 
intention of achieving quick profits. Trading is, by definition, a form of speculating, as 
distinguished from investing. Day trading is trading on an extremely short-term basis, 
and is highly speculative. 

When firms promote their services with claims as to the potential for success and 
profitability, they have an obligation to tell their customers the truth about the risks. We 
also believe they have an obligation to determine whether day trading is suitable, or 
appropriate for a particular customer. That means not accepting just anyone who comes 
through the door with a check and wants to sit down at the computer and trade. 

As part of this report we commissioned an outside expert, Ronald L. Johnson, who 
analyzed customer account records from a day trading firm in Mas.sachusetts that was the 
subject of an enforcement actionk Mr. Johnson’s analysis suggests the majority of day 
traders - more than 70 percent - lose money. Only about 1 2 percent showed the capacity 
to possibly be successful day traders, he concluded. 

Mr. Johnson also found that day traders would have to generate annual returns of 56 
percent just to cover commissions and margin interest. These are long odds indeed just to 
break even. 

As I said earlier, this was the first objective analysis of retail day trading account data. It 
was a limited sample, but the results are consistent with what we have found in other 
investigations, such as evidence from the Block Trading branch office in Massachusetts 
that 67 of 68 accounts lost money. The results are also consistent with common sense. 

We urge others - especially academics - to conduct further research on the profitability 
of day trading by retail customers. However, the burden of proof remains on the day 
trading firms. They must justify their claims of customer profitability and their 
marketing that suggests that average people can make a career of day trading. 


“ Ronald L. Johnson, An Analysis of Public Day Trading ai a Retail Day Trading Firm, August 9, 1999. 
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• The general findings of state securities regulators’ recent examinations of day 
trading firms (Appendix 1); 

Some of the abuses and problems that the Project Group has observed include: 

•Deceptive marketing, including inadequate risk disclosure. For instance, one 
firm. On-line Investment Services, Inc., maintained a web site claiming that 85 
percent of its customers were profitable. We have a poster before you today 
showing the relevant portion of the web site (Appendix 2). They deleted the 
claim when Massachusetts asked for proof. 

•Violation of suitability requirements. In the Massachusetts case against 
Landmark Securities, Inc., the Complaint alleged that the manager falsified 
information on a customer’s new account form to create the impression day 
trading might be appropriate for the customer. The customer, a recent college 
graduate, was a part-time bartender with an annual income of $15,000, a net worth 
of $10,000 to $15,000, and no prior investing experience. 

•Questionable loan arrangements, including promotion of loans among firms’ 
customers and loans to customers by brokers. The Complaint against Landmark 
alleged that with respect to one account alone, that of the part-time bartender, 
whom I just mentioned, $2.7 million was transferred into the account. 

•Abuse by brokers who have day traded customers’ accounts on a discretionary 
basis. 

•Encouragement of activity by unregistered investment agents or advisers through 
customers trading the funds of third parties. 

•Failure'to maintain proper books and records. 

•Failure to supervise. 


• The National Association of Securities Dealer’s proposed rules to strengthen 
disclosure and appropriateness determinations; 

In a comment letter dated May 28, 1999 to the NASD, the NASAA Project Group 
endorsed the draft rules on appropriateness and risk disclosure and made suggestions for 
enhancing the rales. We believe that NASDR’s existing rules and policies concerning 
suitability and risk disclosure already create obligations concerning the day trading 
industry. Nonetheless, we support the issuance of the proposed rules that explicitly 
specify the industry’s obligations. The revised version of the rules filed with the SEC on 
August 20, 1999 reflect certain of NASAA’s comments. 
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For instance, the rules as filed will apply to all firms that promote day trading, not just 
those that “recommend” day trading to a customer. Also, the rules will apply not only to 
individuals, but to any non-institutional customers, which includes small partnerships and 
corporations. Day traders need a lot of capital both to gel started and to stay in the game 
(particularly given the probability of suffering heavy losses identified in our study). 

Firms sometimes encourage customers to form partnerships, corporations, or other pooled 
arrangements. 

• Any legislative or regulatory initiatives that you believe may be necessary to 
strengthen investor protections and to penalize fraudulent practices within the 
day trading industry. 

NASAA’s list of recommendations is based upon the information we have developed to 
date. As we continue to investigate the practices of day trading firms, we may uncover 
other problems that should be addressed. 

Promotion of Suitability and Disclosure of Risks - As mentioned previously, the Project 
Group endorses the NASDR’s proposed rules on appropriateness and disclosure and 
suggested enhanced protections for customers. The Project Group believes that the 
existing rules on suitability apply to day trading. The failure by some day trading firms 
to adhere to the existing suitability rules, however, suggests that explicit rules are 
warranted. Day trading is a particularly risky program of trading that warrants 
heightened suitability and disclosure requirements. 

This would not be without precedent. The NASD already has special suitability 
requirements for opening options accounts; for purchasing stock index, currency index 
and currency warrants; for participation in direct participation programs and for 
purchasing certain low-priced securities. 

Explicit Prohibition of the Lending Arrangements - Day trading firms’ promotion and 
arrangement of lending among customers to meet margin calls is problematic. Firms 
have promoted the loans in order to keep accounts open that would otherwise be closed or 
restricted for failure to meet margin calls. These loans serve to undermine margin 
requirements and encourage customers to trade beyond their means. The maintenance of 
accounts that cannot meet margin calls raises serious concerns of suitability. 

Some of these loans come with usurious interest rates. A typical rate is . 1 percent for an 
overnight loan, or 36.5 percent on an annualized basis. In addition, the loan programs 
have invited severe compliance problems, including forgeries and the unauthorized 
transfers of customers’ funds. 
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The Project Group believes that the loan programs are highly questionable under existing 
law. Nonetheless, the Project Group believes the NASD should adopt an explicit rule 
prohibiting the programs. 

Enhanced Regulatory Focus - Too many day trading firms continue to engage in highly 
questionable conduct, despite the attention that has been called to compliance problems 
by regulators and the media. More enforcement actions should be brought. 

State regulators don’t have a problem with day trading per se. It has been around a long 
time, long before the personal computer. We believe investors should have available to 
them all the latest technologies. Technology and information have revolutionized 
investing; they have leveled the playing field between Walt Street and Main Street. 

Our concerns are with day trading firms that aren’t being honest with their customers 
about the risks. 

Firms that essentially say, “Hey, come on down. ..we’ll sell you a training course and you 
can sit in front of our computers and you’ll gel rich.” This is hucksterism. The odds are 
you w'on’t get rich; the odds are you will lose all money with which you trade. 

The fact is day trading isn’t investing, it’s gambling. There is no other word for it. 

Day traders can lose a lot of money in a hurry. People should not be trading — gambling, 

I should say — with money they can’t afford to lose. The poster before you illustrates that 
some firms are holding out day trading as an option for retirees, people laid off from their 
jobs, even college graduates just starting out (Appendix 3), In our view, this sort of 
marketing is irresponsible, reckless and predatory. 

Our view is conservative. Day trading firms need to play by the same rules that the rest 
of the brokerage industry has to follow. 

Frankly, in the examinations we’ve conducted of day trading firms, we have found a 
cavalier attitude toward regulatory compliance. Too many firms either don’t know the 
rules or are flouting them because they think the rules don’t apply to them. Well, the 
rules do apply. We expect that more enforcement actions will be brought, and that these 
will send a message to the firms that appear to believe they are above the law. 

Chairman Collins, 1 greatly appreciate the opportunity to share the NASAA Project 
Group’s findings with the Subcommittee today. NASAA and its individual members 
stand ready to assist you in any way possible as you continue your investigation into the 
practices and operations of the day trading industry. 
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Appendix 1 

NASAA 
Recommends: 

NASAA 

Day trading firms should: 

1. Stop the hype 

2. Disclose true risks 

3. Follow the law: suitability, supervision, 
etc. 

Regulators should: 

1. Adopt explicit suitability/disclosure 
rules 

2. Explicitly ban loan schemes 

3. Bring more enforcement actions 
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Appendix 3 




ALL-TECH INVESTMENT GROUP, INC. 


Home of the Attain System 


Member NASD*SIPC 


‘ ■ -^W elcome To All-Tech Investment Group, Inc 
Home Of The A JTA/A^System 


14. How much money do you need to start trading? 

. . . Electronic Day Trading attracts people dead-ended or 
unhappy in their current field of endeavor and people with a 
desire to make trading their life's work. 

Electronic Day Trading appeals to executives, victims of 
downsizing or lay-off, retirees, graduating college students 
and anyone who recognizes the unlimited earnings 
potential and quality of life which an Electronic Day 
Trader may achieve. Trading allows people to work a 6 1/2 
hour trading day, to take vacations on demand and leave 
for the day on a whim . . . 
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Statement of Electronic Traders Association 
1800 Bering, Suite 750 
Houston, Texas 77057 


Hearing Before the Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 


September 16, 1999 


Introduction 


The Electronic Traders Association (“ETA”), a non-profit trade association of on-site day 
trading firms,' is grateful to the Permanent Subcommittee on Investigations (“Subcommittee”) 
for this opportunity to dispel various misconceptions which have arisen concerning day trading. 
Knowing of the Subcommittee’s interest in promoting the interests of small investors we 
appreciate also the chance to inform the investing public of the many benefits small investors 
derive from other individuals willing to accept the responsibility of risking their personal capital 
in day trading. 


'ETA, founded in 1996, has approximately 15 supporting organizations, including six of 
the ten largest on-site day trading firms. ETA members service customers who are a majority of 
active day traders and execute a majority of day trading transactions. 
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In common with all innovators, electronic day trading has been considered a threat to the 
established order, and has been under attack for years. In the nineteen eighties the handful of 
firms involved were maligned by market makers and regulators as "SOES Bandits". Today, the 
charges are, alternatively, that day trading is gambling or that (presumably to even up the odds) 
day traders routinely violate the securities laws.^ Day trading is not gambling, it requires skill, 
state of the art technology and hard work.’ And, from published decisions, it is clear that the 
record of day trading firms complying with securities laws is better than that of the 100 largest 
broker-dealers (see Appendix A). 

Although on-site day trading has developed greatly, electronic day trading firms are by 
securities industry standards, tiny. ETA estimates that there are 62 on-site firms, of which 10 do 
80% of the business, and somewhat less 5,000 full-time professional on-site day traders 
(including a small number of individuals who trade remotely through on-site firms locations via 
dedicated telephone lines). However, ETA also estimates that these individuals, trading an 
average of 700 shares, 35 times a day and almost entirely in the most liquid Nasdaq stocks, trade 
the equivalent of 15% of Nasdaq volume daily, and comprise the largest portion of retail limit 
orders in the major Nasdaq stocks. 


’“[D]ay trading firms... need to play by the same rules the rest of Wall Street follows. If 
they don’t get their act together they will be under increasing regulatory pressure.” Peter C. 
Hildredth, NASAA Press Release, August 9, 1999. 

’“Dan Ripoll is sick of reading stories criticizing his career of choice. ‘The people 
writing [these stories] don’t have any idea of what we do,’ he says. ‘This isn’t gambling.’ ” 
HTTP://CNNFN.COM/l 999/09/0 1/INVESTING/DAYTRADE_DAYINLIFE/. 
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Day traders understand that they are accountable for their decisions. Those decisions and 
the trades they make are theirs alone. And they are therefore accountable for the money they 
make or lose. ETA members however, emphasize that day trading is not for everyone. And 
ETA believes its members are both responsible for informing day traders about the risks of such 
trading and avoiding all hype about possible rewards. It has apparently not been recognized that 
the vast majority of ETA members’ day trading prospects are references from customers, only a 
small fraction of whom are accepted. In fact, as the New York Times reported, “many former 
professional traders, brokers and financial service professionals are quitting their jobs to work 
full time as day traders.. Nearly all day traders are college graduates and many hold graduate 
degrees. 

On-line day trading differs from on-site trading. On-line traders, estimated to number 
more than 250,000 individuals, using firms such as Charles Schwab, Fidelity, E*Trade, et ah, 
trade 1 to 3 times per day. They have been insightfully referred to by Chairman Levitt as “Day 
Traders Lite”. The business of on-line traders is eagerly competed for by the major on-line 
discounters. As a consulting group recently reported, “on-line leaders... are about to enter a 
bloody fight tor customers".’ 


^The New York Times, August 13, 1999; also see footnote 3 “Ripoil quit Merrill Lynch’s 
market-maker training program a year and a half ago to day trade.” 

’Forrester Research, May 11, 1999. See also, among many, advertisement in New York 
Times, Discover Brokerage, “Gordon Gekko Eat Your Heart Out”, August 1, 1999, Business 
Section, page 9 (reproduced as Exhibit B). (On-line firms are expected to spend over $1.5 billion 
for marketing in 2000.) 
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Although the technology available to on-line traders continues to improve, it is not the 
equal of technology available to on-site traders. Please note three important differences between 
on-line and on-sight day traders: 

First, at an on-site firm, the customer is connected directly to the firm’s order router; 
trading through an on-line firm the customer’s PC has no direct coimection to the firm’s order- 
router. This adds perhaps a second to the order entry process; in day trading seconds are 
expensive. 

Second, because of on-line brokers preferencing arrangement with market makers, on- 
line traders do not have the opportunity to receive price improvement on their orders; on-site 
firms’ technology offer access to all ECNs and markets. 

Third, on-line traders trade in isolation from other traders; thus they can not access the 
intellectual capital provided by other day traders which is available at on-site firms. 

The growth of on-site day trading and day traders is, at this point, almost primarily due 
to: a stock market with consistently high volume; extraordinary technology which is equal to or 
in advance of that available to securities industry professionals, the SEC’s recently enacted order 
handling and alternative trading systems rules and the entrepreneurial culture, emphasizing 
personal responsibility, which has renewed its strength in this country over the past two decades. 
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II. 


Day Trading BiLsiness Standards 

ETA members are SEC and state registered broker-dealers; nearly all are members of the 
NASD which introduce their business to clearing firm members of the New York Stock 
Exchange and NASD. ETA members are reviewed regularly by the NASD; most have been 
visited by the SEC in its “sweep” of day trading firms. So far as we are aware, only one ETA 
member has ever been the subject of SEC or NASD discipline (which resulted in a $7,500 fine 
for order entry violations), and no ETA member is a subject of an SEC or NASD proceeding. 
Given the fact that most on-site day trading firms have only been in existence for a few years, 
their procedures are continually being refined. Whatever failings a few state securities regulators 
may cite are relatively minor, and these failings, as Exhibit A shows, are certainly not unique to 
the day trading business. 

On a positive note, ETA members seek to meet all regulatory requirements. They seek to 
foster high standards of ethics. Thus for example, ETA’s risk disclosure statement (Exhibit C) 
adopted in February 1999 not only reflects the risk disclosures proposed currently by the NASD, 
but also points out such additional risks as the possibility of loss through systems failures, 
inability to liquidate positions because of market conditions and the lack of ultimate safety in 
stop-loss type orders. The ETA form ahso requires, as the NASD proposal does not, that the 
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prospective day trader execute the risk disclosure form acknowledging his awareness of the risks 
of day trading. Disclosure of risk is simply not an issue. 

ETA members promote the importance of being fully forthcoming regarding each firm’s 
traders’ successes and failures, and offering prospects access to those traders to conduct their 
own due diligence. As a matter of business ethics, ETA’s Statement of Principles (Appendix D), 
does not permit exaggerated statements regarding possible trading results. 

The NASAA report characterizes day trading in the view of on-site firms as a program or 
strategy of investing. Better said, day trading is an approach to the market characterized by 
multiple trading strategies. Under such circumstances, where traders hold positions for four 
minutes and make their own decisions, the concept of suitability, even repackaged as 
appropriateness, has no meaning. A day trader, in thirty market days, will make more than 2,000 
buy/sell decisions; in ten days, 500 trading decisions. At what point is the day trader considered 
sophisticated enough so that suitability can not possibly be an issue? After all, most investors, 
including those deemed sophisticated, do not make 500 trading decisions in a lifetime, let alone 
2,000 decisions. Accordingly ETA believes that the NASD proposal currently before the SEC is 
too general in nature to be useful to regulators, firms or customers. However, while, as noted, 
ETA does not believe in a suitability standard for on-site day trades, if in fact there is to be such 
a standard ETA for the reasons described below considers that NASD Rule 2860, which governs 
procedures used for opening retail option accounts, furnishes a better model. 
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Option trading, like day trading, is an approach to the market composed of many possible 
strategies bearing lesser and greater degrees of risk. Under Rule 2860, an individual trading 
options, receives a risk disclosure statement, signs a new account form verifying that the 
information he has provided regarding his finances and market experience is accurate, and then 
based on this information is initially allowed to trade, as suitable, the spectrum of available 
strategies. This sensibly is a one time analysis, and under the Rule (1(19) suitability applies only 
to recommended transactions. At ETA members, beginning day traders, without previous 
experience generally are limited to strategies such as trading on news or momentum, with limited 
size and leverage, as compared to experienced traders who can accept the riskiest strategies of 
leverage and positioning. 


III. 

Misconceptions About Day Trading And The NASA A Report 

Rather than burden the body of this statement with a point by point refutation of a 
number of misconceptions promoted by the NASAA Report about day trading we address these 
misconceptions in Appendix E. However, two causally related misconceptions, that day trading 
firms advertise falsely to obtain customers and that all, but a tiny fraction of day trading 
customers will lose all their money, demand immediate response even though the educational 
level of the prospect and customer base noted above should be in itself enough to show their 
absurdity. With deference, we believe that without these claims it is unlikely that this 
Subcommittee would consider these hearings useful. 
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The first claim, deceptive advertising, endlessly repeated, appeared most recently in a 
statement by Matthew Nestor, the Massachusetts Securities Division’s Director, who noted that 
Massachusetts’ investigations did not stem “ftom customer complaints but from concerns about 
on-site firm advertising”.* The second, the allegation that there is an extremely high percentage 
of customer losses, appears in its most recent formulation in the NASAA press release 
concerning its August 9 1999 report:’ 

These related themes of losses hidden from customers have been pervasive in NASAA’s 
approach to this issue.* That this approach is driven by NASAA’s desire for publicity was 
clearly stated by NASAA President Peter C. Hildredth in his remarks to NASAA’s winter 
enforcement conference. 

“I think we need to reposition ourselves... Another way to tell our story is to ... be 
more visible... by cultivating media contacts. The news media is hungry for good 
crime stories - and with a little imagination we can find them stories to write 
about .'” (Emphasis added.) 


*The Atlanta Constitution, August 18, 1999. 

’Report of the Day Trading Project Group (hereinafter “NASAA Report”). 

*We note NASAA, but in actuality, it is a task force of states; in fact, only four states 
have brought actions against day trading firms, and only one state, Massachusetts, the author of 
the NASAA Task Force Report, has for whatever reason conducted a major campaign against on- 
site firms. Conspicuously absent are major financial states such as New York, California, Illinois 
and Florida. New York, the most sophisticated of the blue sky regulators, as a result of on-iine 
customer complaints, has focused entirely on on-line firms. 


“Remarks, Miami, Florida, January 1 1, 1999. 
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Thus NASAA’s “imagination” that day traders lose money in wholesale numbers. 
Lacking analytical proof NASAA commissioned a “study” of day trading results. That study, is 
hardly convincing. Despite NASAA’s claim that its analysis “was resource intensive”, with 
“thousands of entities “reviewed, the analysis itself is based on only 17 accounts, which on 
average traded for four months, at one office of one (now ETA) firm, at least two years ago. It 
does not add to the strength of the study that it has been conducted by a retired commodity trader 
operating out of his apartment who makes his living as a witness for plaintiffs in conunodity 
cases. Nor does it add to the “expert’s" credibility that his resume (See Exhibit F) lists with pride 
both that he “published daily hot line trading recommendations” and that as an investment 
advisor (apparently unregistered) he “developed [a] low price stock strategy that returned over 
30%”. 


The NASAA report is also the home of a number of contradictory thoughts: one example, 
is a discussion of a study by two California business professors (“Short Term Trading is Injurious 
To Your Wealth”), which, in fact, shows that short term traders while they underperform the 
Dow-Jones Index (in common with mutual funds, as the study points out), make , rather than lose 
money; however, the period studied is 1991 - 1997 and the commissions charged to customers 
were ten times those now prevailing. If such present commission structure were factored in, the 
accounts presumably would well outperform the Dow-Jones. Another example, the claim that 
there is an inherent flaw in day trading theory since, as NASAA views it, only by letting profits 
run can traders make money, a claim that is contradicted by its expert’s report which adopts the 
opposite view that it is the holding of positions overnight that leads to the “risk of ruin”. 
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It is interesting to note that the NASAA Report ignores a study of Professor Paul Schultz 
(the individual almost single handedly responsible for exposing collusion in the Nasdaq market 
place) which found day trading to be a successful market approach. His comment about day 
traders was that: “On average, they made money, but because of the reaction time of a trader is 
very rapid, it’s a game best left to young people with good memories.”'® 

However, much of the NASAA Report’s this mumbo jumbo would be unnecessary if 
NASAA had accepted ETA’s March 1999 offer to provide current trading information. 
(NASAA’s response was that it would “reserve comment on the proposed survey’’.) Apparently 
recognizing that it is undisputed that a high percentage of accounts lose money as they advance 
on the trading learning curve (which ETA believes runs three to five months), the NASAA study 
followed the principle that these accounts, would not profit from experience, but merely by day 
trading would have a “risk of ruin”. One needn’t be a graduate in statistics to understand that the 
study’s results, and the NASAA claims (depending on the occasion) that 7 or 8 or 9 out of 10 on- 
site day trading customers lose money, are absurd." 

The NASAA Report also claims that there is a high turn over of customers. If in fact 
3,500 - 4,500 of the 5,000 day traders were wiped out every six months or so, there would be by 


'“Quoted in article cited in footnote 3. On the other hand, one ETA member surveying its 
customers, found their average age to be 37. (The survey also found previous customer average 
income of $ 1 20,000 and net worth of $600,000.) 

"“[Rjegulators say that nine out of every ten trades lost money,” Newsweek, August 8, 
1999, p. 30. 
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now at least 20,000 individuals who had lost in the aggregate hundreds of millions if not billions 
of dollars. One would therefore expect complaints by the hundreds if not thousands. That few or 
none have been brought to Mr. Nestor’s ofQce, nor, judging from the silence of the NASAA 
report on the subject, anywhere else, is the clearest evidence that the NASAA loss numbers are 
unconvincing and that disclosure of risk is not an issue. Presumably it also explains why there 
have been no regulatory actions brought against day trading firms by the vast majority of 
NASAA members (including such giants as California, New York, Illinois and Florida). 

Earlier this year ETA informally surveyed certain of its members to obtain a rough 
estimate of customer profitability. These estimates were that after an initial period of three to 
five months of losses 60 - 65% netted in the range of $28,000 per month, with the balance of 
customers losing $6,000 - $8,000 per month. In August, ETA’s Executive Committee members 
considered these numbers still to be representative. Please note that these are only estimates, 
unlike the NASAA Report, they do not purport to be scientific. To put the matter to rest, ETA is 
in the process of retaining KPMG to conduct a day trading profitability study; this study is 
expected to be completed in the next two months. 

IV. 


How Day Trading Benefits The Investing Public 


These are the ways the average investor - who may never short term trade, let alone day 


trade - benefits from the activities of on-site day traders. 
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Transparency 

Until a Justice Department investigation and action by that Department and the SEC, 
there was substantial evidence that market makers conspired to keep price quotations artificially 
wide. ECNs, the trading systems fostered by day trading, have forced competition upon market 
makers. Quoting Traders Magaane: “The number of ECNs exploded on Wall Street soon after 
the implementation of the order handling rules. This caused market makers to make their price 
quote information more transparent and to improve their handling of retail size limit orders." 
Most importantly, ECN prices are driven by actual orders, while Nasdaq is a market of quotes by 
dealers. There is, as a result, more competition now for market makers than has ever existed 
before. 


Until 1998, Instinct, an ECN which, as its name implies, is aimed at institutions, had a 
virtual monopoly on trading in this third market. Thus, institutions (and market makers laying 
off excess positions) could deal anonymously through this back door to Nasdaq receiving better 
prices than were generally available to individuals. All attempts over the years to create other 
successful ECNs had failed for lack of liquidity. Only when on-line discount and day trading 
blossomed did ECN competition become meaningful. By December 1998, the volume of one 
ECN, Island, was nearly equal to Instinct’s. A key factor behind Island’s success is the order 
flow of the major day trading firms. Thus day traders helped break the market maker trading 
monopoly and provide an obvious public good to all investors. 
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T.iQuiditv 

The New York Stock Exchange has found that individual investors have greatly increased 
their presence in stock market activity, and that for the first time in a generation individuals 
rather than institutions were the major traders in such well known stocks as Dell Computer, 

Cisco Systems, Lucent Technologies and Compaq Computer. Forbes Magazine, looking back at 
1998, reported that bloek trades (10,000 shares or more) had dropped below 50% of market 
volume. A large part of the reason is given by an institutional trader: “Individual traders now 
have a lot of the same tools we institutions do; real-time quotes, push button executions...” Day 
traders add prodigiously to the depth of the market and its liquidity. Liquidity benefits every 
investor. 


ETA estimates that limit orders constitute nearly one-half of day trader orders. Since the 
vast majority of all customer orders are at the market, these limit orders disproportionately 
improve prices. Limit orders provide price competition to market maker quotes, shrinking price 
spreads and thus reducing trading costs for the benefit of all investors. In simple terms, if a 
market maker is quoting a stock at 50-50-1/4, a customer limit order at 50-1/8 will efficiently 
narrow that spread. 


In addition to reducing spreads the SEC correctly believes that limit orders would benefit 
the public by increasing quote competition, thus enhancing the price discovery process. Please 
note that beyond executions, the key consideration is to present to the public an accurate picture 
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of trading interest. In fact, it has been noted that, since the National Best Bid and Offer (NBBO) 
is the starting point in negotiating execution prices with institutional investors, narrowing the 
quoted NBBO improves the quality of executions for both retail and institutional investors (who 
are, of course, proxies for individual investors). 

Other Benefits 

The fostering of new hardware to transmit information and accelerate executions, whether 
in the form of broadened telephone lines or more efficient servers and routers, results in 
technological benefits to the larger economy. Perhaps most importantly, removing the 
middleman broker in choosing securities, and pressing competition on self-regulatory 
organizations, means an enormous reduction of the need for ethical sales practice regulation, 
eliminating traditional concerns about churning, mark-ups, trading ahead of customers and the 
like. In fact, the savings should even allow blue sky regulators to focus on the real problem of 
Internet fraud, rather than imagined problem of day trading. 

V. 

Day Trading Firms are a Desirable and Integral Part of the Securities Industry. 

For the aboye reasons, major financial interests have invested in day trading firms and 
those who provide services to them. Softbank Corp. (which owns 26% of E*Trade and is the 
largest shareholder of Yahoo) and J. W. Childs have taken large stakes in Tradescape, a day 
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trading software firm which is acquiring Momentum Securities, one of the largest day trading 
firms. The Texas based Bass family invested $40 million in TradeCast, a firm that makes day 
trading software, and a Bass representative will sit on the Board of TradeCast.“ 

These investments provide a number of insights to the Subcommittee: first, the 
investments reflect the restructuring of financial markets now taking place; second, each 
investment was made after considerable due diligence by the investors - had such review shown 
violative conduct the investments would not have been made; and third, the investments indicate, 
that day trading is in fact just another (albeit growing) facet of the securities industry. 

Further evidence of the above appears in an August 1 3, 1999 New York Times report that 
Fidelity Investments, Lehman Brothers and Instinet are considering "adopting the software 
platforms of day trading firms, forming alliances with them or making outright acquisitions..." 
These firms’ interest is in technology and transaction volume.'^ As the article puts it, “Electronic 
Communication Networks are gobbling up a growing share of the marketplace and firms want to 
make sure they do not miss out”. 


'^Dow Jones News Service, August 25, 1999. 

'^See also: “Wall Street Warms Up to Day-Trading Brokerages”, the Los Angeles Times, 
July 14, 1999. 
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Two points derive from this. 

1 . As we have noted in the preceding section, volume is necessary to make ECNs 
effective (each of the firms named in the New York Times article has an interest 
in an ECN). A recent article in “The Industry Standard”, a publication which 
follows Internet developments, notes: 

“You can’t run a stock market without people who want to trade. That 
issue confronts the growing group of ECNs, which offer active stock 
traders an alternative to the big stock exchanges. Theoretically, ECNs 
offer a more efficient way to trade stocks. For the systems to gain traction, 
however, they need to attract a critical mass of users. It’s a chicken and 
egg problem: it takes liquidity to attract liquidity.''* 

2. Wall Street firms exist in a world of myriad regulations; they expect regulation 
and discipline. As noted in Appendix A, from January 1, 1998 forward no fewer 
than 50 of the SIA’s 1 00 most well capitalized broker-dealers, including such well 
known firms as Merrill Lynch, NationsSecurities, Piper Jaffray, Hambrecht & 
Quist and Prudential Securities, et al. have been disciplined by regulators (some 
more than once) for the kinds of violations which are the inevitable detritus of 
brokerage activities. The charges are exactly the kinds of allegations against day 


'■'The Industry Standard, July 12, 1999. 
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trading firms made (in magnified fashion) by the NASAA Report; that is, order 
entry matters, short sale, margin and books and records violations, as well as 
failures to monitor trading practices and register persormel; even omissions as to 
the risks of investment losses and false marketing. The institutions investing in 
day trading firms realize that the alleged violations are within the pattern of 
regulatory discipline; that is, fines reflecting the seriousness of the offense and the 
firm’s capital, and measures which stress the importance of corrective actions, 
proper supervision and compliance. 

Summary 

All participants in the securities industry respect securities regulators. In this regard, 

ETA believes that it is significant that to this point, neither the Securities & Exchange 
Commission, nor the NASD, have initiated disciplinary action of any extraordinary nature 
against on-site day trading firms. Thus the evidence is convincing that the attempt to demonize 
day traders has been orchestrated by a small group of NASAA officials for their own purposes. 

Day trading is not gambling. The majority of those who day trade after training do not 
lose money. The individuals who day trade represent the democratization of securities trading. 
They neither seek nor need the protection of regulators. Their lack of complaints in itself speaks 


volumes. 
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More importantly, day trading provides great benefits to the economy and to small 
investors everywhere. If it were not for day traders, history tells us that competition by ECNs 
with market makers would either be weak or non-existent. If it were not for day traders market 
maker spreads would be higher than they are at present. If it were not for day traders, the 
technology of the securities industry would not have advanced to its present level. 

Day trading firms are part of the securities industry. That fact is recognized by the large 
investments in them made by institutional investors. Those investments would not be made if 
day trading firms were wantonly violating securities regulations. Current regulatory cases show 
that the majority of major broker-dealers have been the subject of discipline by regulators for 
activities similar to those alleged of day trading firms. 

ETA members seek to be in compliance with all regulations; they promote risk disclosure 
and avoid hype. While ETA believes suitability standards are out of place in a business where 
investment decisions are made dozens of times a day independently by customers, it also 
considers that if there is to be a suitability standard, the option rules provide a useful model. 
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Appendix A 


Disciplinary Actions 
January 1, 1998 - August 31, 1999 
(SIA Top 100 Firms By Capital) 


Date 

Firm 

Violations 


Regulator 

02/98 

Raymond James 

Books/Records 

Sup. 

$ 35,000 

NYSE 

02/98 

Mayer & Schweitzer 
(Schwab) 

Trading Violations 

29,000 

NASD 

02/98 

Troster Singer 
(Spear Leeds) 

Customer Order Violations 

198,000 

NASD 

03/98 

Raymond James 

Trade Reporting 

17,500 

NASD 


Ernst & Co. 

Order Entry 

12,000 

NASD 

04/98 

Piper, Jaffray 

Short Sale & SOES 

Violations 

20,897 

NASD 



Trade Reporting 


NASD 


Alex Brown 

Trading Violations 

90,000 

NYSE 

05/98 

J, Hancock Clearing 

Books & Records 

60,000 

NYSE 

05/98 

NationsSecurities and 
NationsBank 

Books & Records/ 

Inadequate Monitoring for 
Improper Trading/ 

4.000. 000 
(Plus 

2.000. 000 
to NASD) 

SEC 

05/98 

ABN Amro 

Trade Violations 

15,000 

NASD 

05/98 

Everen 

Trade Reporting 

18,500 

NASD 

06/98 

Troster Singer 
(Spear Leeds) 


12,000 

NASD 

06/98 

Fahnestock 

Margin, etc. 

100,000 

NYSE 

07/98 

Dean Witter 

Failure to Provide 

Information 

10,000 

NASD 






























Date 


Firm 


07/98 

08/98 

08/98 


NationsBanc 


Cowen 


Merrill Lynch 


08/98 


Nikko Securities 


09/98 

09/98 

09/98 

09/98 

09/98 


Piper Jaiiray 
Herzog Heine 
Mayer & Schweitzer 
Bear, Steams 
CS First Boston 


10/98 


Prudential Securities 


10/98 Merrill Lynch 
1 1/98 Schroder 
11/98 


11/98 

01/99 

01/99 


Paribas 

Morgan Stanley 
Salomon Smith Barney 
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Violations 

Penalty 


Registration Failures 

16,000 

NASD 

Margin Failures, etc. 


NYSE 

As Underwriter sold Notes 
Through Official Statemente 
that Omitted Material Facts 
& the Risks of Investment 
Losses. 

2,000,000 

SEC 

Failure to Supervise/ 
Inadequate Procedures/ 

Books & Records 

2,500,000 

SEC 

Order Entry Violations 

12,500 

NASD 

Order Execution 

10,000 

NASD 

Quotes 

10,000 

NASD 

Best Execution 

34,584 

NASD 

Delayed Investigation of 
Improper Activity by Branch 
Manager 

500,000 

SEC 

Inaccurate Mark to Market in 
Customer Accounts, False 
Marketing Information 
Regarding CMOs 

500,000 

NYSE 

Order Entry 

85,000 

NYSE 

Regulation T Violations 

25,000 

NYSE 

Misleading Sales Material 
and Presentation 


NASD 

Order Entry 

20,000 

NASD 

Order Execution 

60,000 

NASD 

Failure to Supervise/ 

Order Execution/ 

Books & Records/ 

Unlawful Profits & Gains 

735,000 & 
Disgorge- 
ment of 
24,766 

SEC 
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Pate 

Firm 

Violations 



01/99 

Prudential Securities 

Failure to Siqjervise/ 

Books & Records/ 

Unlawful Profits & Gains 

1,000,000 

SEC 

01/99 

Morgan Stanley 

Fictitious Quotations/ 
Unlawful Profits & Gains 

350,000 & 
Disgorge- 
ment of 

4,170 

SEC 

01/99 

CIBC Oppenheimer 

Failure to Supervise/ 

Fictitious Quotations/ 


SEC 

01/99 

Lehman Brothers 

Fictitious Quotations/ 
Unlawful Profits & Gains 

212,500 

SEC 

01/99 

Bear, Steams 

Failure to Supervise 

225,000 

SEC 

02/99 

Smith Barney 

Trade Execution 

17,000 

NASD 

04/99 

Hilliard Lyons 

Registration 

32,500 

NASD 

04/99 

ABN Amro 

Confirmations 

13,500 

NASD 

04/99 

Everen 

Limit Orders 


NASD 

05/99 

Hambrecht & Quist 

Regulation T 

35,000 

NYSE 

05/99 

HSBC Securities 

Books & Records, etc. 

50,000 

NYSE 

05/99 

Merrill Lynch 

Order Execution 

15,000 

NASD 

05/99 

Warburg Dillon Read 

Limit Orders 

17,500 

NASD 

06/99 

NationsBanc 

Best Execution 

15,968 

NASD 

07/99 

Legg Mason 

Confirmations 

16,500 

NASD 

07/99 

Spear Leeds 

Trading 

275,000 

NYSE 

08/99 

Crowell, Weeden 

Books & Records 

50,000 

NYSE 

08/99 

Everen 

Order Entry 

120,000 

NYSE 

■ 

Donaldson Lufkin & 

Jenrette 

Trade Reporting 

11,000 

NASD 



Trade Reporting 

16,497 

NASD 


08/99 


08/99 
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APPENDIX B 


THE NEW YORK TIMES, SUNDAY, AUGUST 1, 1999 









Street used to be about greed. Wowjta^ut tHamsy/Uwuttetang control of yd ufii^ 

: : ; Hiouse click away. So.welcome to the world of investing^ And {]^.|Chec!i^ci^s&;af tlie tm: 
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APPENDIX C 


ETA MODEL RISK DISCLOSLTiE STATEMENT 


Customer Name (Please Print) 


Account Number 

THE RISK OF LOSS IN ELECTRONIC DAY TRADING CAN BE 
SUBSTANTIAL. YOU SHOULD, THEREFORE, CAREFULLY CONSIDER 
WHETHER SUCH TRADING IS SUITABLE FOR YOU IN LIGHT OF YOUR 
CIRCUMSTANCES AND FINANCIAL RESOURCES. IN CONSIDERING 
WHETHER TO TRADE, YOU SHOULD BE AWARE OF THE FOLLOWH^G 
POINTS: 

(1) The national securities markets are extremely efficient and competitive. Successful 
Electronic Day Trading typically requires skill and discipline as well as experience and 
knowledge of the capital markets. There is no guarantee that you will be successful in 
implementing your investment strategy. A substantial number of Electronic Day Traders 
will not be successful. Moreover, changes in market structure and competitive conditions 
also may affect your continued success. Only risk capital should be used for trading. 
Market structure and competitive changes in the markets may cause formerly successful 
traders to become less successful. 

(2) Electronic Day Trading involves a high volume of trading activity — the number of 
transactions in an account may exceed 100 per day, Bach trade generates a commission 
and the total daily commission on such a high volume of trading can be in ^cess of any 
earnings- 

(3) Persons who are new to Electronic Day trading should strictly limit both the number 
of trades they do and the size of their trades to reduce the risk of large dollar losses 
during the learning process. 

(4) Electronic Day Trading is designed to produce short-term profits. However, the 
activity also may result in losses that can exceed more than 100% of your initial capital. 
You are solely responsible for any losses in your account. 

(5) Placing contingent orders, such as "slop-loss" or "stop-limit" orders, will not 
necessarily limit your losses to the intended amount^ since market conditions on the 
NASDAQ or any Alternative Trading System on which the order is placed may make it 
Impossible to execute such orders. Similarly, using "market orders" can be very risky, 
since large gaps can occur in price movements of active stocks. Y ou are urged in most 
instances to use "limit orders," 

(6) Under certain market conditions, you may find it difficult or impossible to liquidate a 
position quickly at a reasonable price. This can occur, for example, when the miuket for a 
stock suddenly drops, or if trading is halted due to recent news events or unusual trading 
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activity. The more volatile a stock is, the greafer the likelihood that problems may be 
eacountered in execating a transaction. j ; 

(7) In addition to normal market risks, yon may experience tosses due to system faiiares. 

The firm and its clearing broker rely upon sopfjisticated computer software and hardware 
to execute transactions, which are subject to fiilure doe to a variety of factors. In 
addition, NASDAQ and the Alternative Tiadiig Systems have computer systems that 
often malfunction. Among other events, you inay experience losses due to: system 
crashes during both peak and low volume periods; the los.s of orders on both SOBS and 
Select Net; and, delayed, confikting and inacdurate confirmatioas on orders or 
cancellations that you initiate, : 

(8) The use of any margin or leverage in an account can work against you as well as for 
you. Leverage can lead to large losses as well .as gains. You may sustain a total lo,s.s of the 
initial margin funds and any additional funds that you deposit with your broker to 
establish or maintain a po.$ition, and you may incur losses beyond your initial investment. 
If the market moves against your position, you may be called upon to deposit a 
substantial amount of additional margin functe, on short notice, in order to maintain your 
position. If you do not provide the required funds i^ithin the time required, your position 
may be liquidated at a loss, and you will be liable for any resulting deficit in your 
account 

(9) You should consult your broker concerning the nature of the protections available to 
safeguard funds or property deposited in youn account 

ALL OF THE POINTS NOTED ABOVE APPLY TO ELECTRONIC DAY 
TRADING OF DOMESTIC EQUITY SECURITIES. IF YOU ARE ' 

CONTEMPLATING TRADING FUTURES OR OPTIONS CONTRACTS, YOU 
SHOULD BE AWARE THAT THESE INSTRUMENTS POSSESS ADDITIONAL 
RISKS. i 

THE RISK OF ELECTRONIC DAY TRAblNG MAY BE SUBSTANnAl- THIS 
BRIEF STATEMENT CANNOT, OF COURSE, DISCLOSE ALL THE RISKS 
AND OTHER ASPECTS OF ELECTRONTC DAY TRADING. ONLY RISK 
CAPITAL SHOULD BE USED FOR SUCH TRADING. 

I hereby acknowledge that I have received and understood this risk disclosure statement 

X 

Signature 

X 

Joint Owner Signature, if any 

X 


Date 
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APPENDIX D 

ELECTRONIC TRADERS ASSOCIATION 
STATEMENT OF ETHICAL PRINCIPLES 

Electronic Traders Association (ETA) is an association of 
broker-dealers that provide individuals, who day trade, with 
technology at a level generally available to institutions and 
securities dealers. ETA seeks to encourage education and awareness 
regarding the opportunities and risks of day trading, to promote price 
competition in all securities markets, and to be a resource for law, 
guidance and regulation in these areas. 

Changes in technology now allow individuals direct access to the 
securities markets without the assistance of intermediaries or 
professional advice. These changes require day trading firms to meet 
high standards of ethical business conduct. As ETA members we pledge 
to observe these principles: 

I. Responsibility to Promote Reasonable Regulation in the 
Interests of Our Customers and the Securities Markets 

We will cooperate with lawmakers and regulators to encourage 
appropriate regulation to protect day traders and to make securities 
markets more efficient. 

We are dedicated to establishing and following appropriate 
policies and procedures to effect full compliance with the letter and 
spirit of the laws and regulations which govern our activities, 
maintaining all appropriate state and federal licenses. 

n. Responsibility to the Prospective Customer 

We will be truthful in aU communications with prospective 
customers, seeking to make sure that our communications aie complete 
in all material respects. 

We will not make misleading or exaggerated claims about our 
services, or the benefits of day trading, and will provide a balanced 
perspective in our advertisements and presentations. 

We will disclose fully and candidly, orally and in writing, the 
risks of day trading — knowing that successful day trading requires 
knowledge of the securities markets, skill, and commitment. We wiU 
not obscure the reality that most people lose money in their initial 
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trading period and that many will not ultimately become successful day 
traders. 

We will not make false statements, provide erroneous information, 
or fail to inform prospective customers of the limitations, conditions 
or constraints of our own systems or those of our vendors. 

We will be candid in our assessment of any prospective customer's 
skills and potential for success. We will not open accounts for 
customers who do not appear to have the ability to sustain losses, or 
intend to trade with retirement assets, or assets necessary for daily 
living. 

in. Responsibility to Our Customers and Our Commitment to Their 
Success 

We wUl be frank and honest in our communications with customers, 
providing to each a statement explaining the risks of day trading, 
including the fact that many persons will not be successful and may 
lose money. 

We recognize that customers’ skills and potential for success 
will vary, and therefore we pledge to be candid in our appraisal of 
their individual abilities as they become apparent. ; 

We will maintain facilities to enable customers to execute 
transactions efficiently — continually developing and refining 
systems and vendor relationships to promote customer success. 

We will uphold each customer's right to privacy and 
confidentiality. 

IV. Responsibility to Promote Best Practices 

We will promote fair and open access to the securities markets 
and will resist discriminatory policies and practices. We wilt work 
with lawmakers and regulators to assure fair treatment of our 
customers and to promote efficient markets. 

We wiU improve continually the training we offer customers and 
encourage them to learn. 

We will treat aU persons fairly, regardless of race, religion, 
sex, age or national origin. We will not tolerate on our premises 
individuals who engage in offensive behavior. 

We recognize that the markets continually change and that 
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regulatory requirements change accordingly. We will not be satisfied 
with ethical standards as they were but will promote principles and 
practices that reflect the nature of the day trading industry as it 
may change. 

Unanimously approved by the ETA Board of Governors, July 28, 
1999. 


Andover Brokerage, LLC 
Mount Pleasant Brokerage Services, LP 
Momentum Securities, Inc. 

On-Line Investment Services, Inc. 

Tradescape.Com, Inc. 

The Electronic Traders Association is an association of order 
entry and proprietary trading firms and other vendors, affiliated 
companies and individuals across the United States. ETA was formed to 
encourage education and awareness regarding the opportunities and 
risks of day trading, to promote access to the NASDAQ market for all 
investors, to promote price competition in the NASDAQ market, and to 
promote investor fairness and confidence in the NASDAQ market. 
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APPENDIX F. 

Common Misconceptions About Day TraHinp 

1. Day Trading is a New Phenomenon. 

Day traders have existed as long as there have been markets. Specialists and market 
makers are given regulatory and informational advantages to day trade. However, individuals 
have been engaged in professional day trading on the floors of our national stock and commodity 
exchanges since their formation in the 1 8th century. Individuals have traded “upstairs" in 
brokerage offices at least since Edison invented the stock ticker more than 100 years ago. 

History shows that whenever anyone believes he has an informational edge, through proximity 
(being on the floor) or technology (the ticker) he trades securities for a living. What is new is 
that changes in technology and recent SEC regulations governing the securities markets now 
make it possible for on-site day traders to have virtually the same access to market information, 
execution and order exposure as the professionals. 

2. Day Trading Firms are Entities Apart From the Rest of the Securities Industry. 

Day trading firms service customers who intend to trade full time as a vocation. Trading 
customers have always been welcomed at brokerage firms. On-line discount firms like Schw'ab, 
E*Trade and Fidelity compete actively for active traders’ business by offering them preferential 
technology and commission rates. Various firms share profits with their registered and 
unregistered traders. A clear example that day tradii^ firms are just another part of the securities 
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industry is seen in the Securities Industry Association’s June, 1999 letter opposing the NASD’s 
“appropriateness" proposal. In addition to speaking for SIA’s membership the letter states that it 
reflects comments of “The Federal Regulation Committee (Chairman, the General Counsel of 
Prudential Securities), the Discount Brokerage Committee and committee on Technology and 
Regulation (Chairman, counsel of Fidelity Seeuiities)". As noted in the text, it has been reported 
that larger members of the securities industry are actively seeking to purchase day trading firms, 
just as they have been investing in ECNs. 

3. Day Traders Offer No Benefits to the Securities Markets and Investors. 

Day traders provide multiple benefits to the markets and the customers who use them. 
Perhaps the most obvious benefits result directly from limit orders and indirectly through orders 
placed on ECNs. These orders foster important competition to market makers, narrowing market 
maker spreads (the major cost to retail investors) and providing alternatives allowing price 
improvement to all market participants, including institutions. An example: assume the spread 
on a given stock is 20-20-1/4; a day trader’s limit order to buy 1,000 shares at 20-1/8, will 
provide an additional $125 to the proverbial Aunt Sally in Portland who is selling stock to pay 
for her favorite niece’s freshman year at Orano. This effect is exactly what Congress had in 
mind in enacting the National Market System and the SEC intended in promulgating its order 


handling rules in 1997. 


207 


4. Day Traders Add to the Volatility of the Market. 

Professor Burton Malkiel’s studies show that volatility is more closely correlated with 
institutional ownership than day trading. But the other side of the volatility coin is liquidity. 

One Alternative Trading System, Optimark, claiming that day traders added approximately 100 
basis points to the execution cost of a large institutional order masks such orders from public 
view. However, institutions, the system’s intended customers, simply do not use it. Institutions 
understand the volatility argument is overstated; they prefer the depth and liquidity of the market, 
the increasing quote competition and enhanced price discovery mechanism which are 
strengthened by day traders. As Professor Samuelson in his classic textbook on economics wrote 
regarding day traders (circa 1955) "Traders make the market less thin. Because of them, any 
investor can liquidate his market holdings at any time at some price... liquidity enhances the 
attractiveness of securities...” In fact, to service day traders various ECNs - unlike Exchange 
specialists and market makers - now make available their entire book of orders. Thus the average 
customer can see all the prices. As one fond manager wrote recently in the New York Times: 
“The Internet takes out the middlemen who are not creating value. John Q. Investor should care 
because if he wants to get a maximum return on his investment dollar, he does not want to pay 
anyone any more than he has to.” Day traders are a key instrument for pre and post transparency. 
(Providing meaningful pricing data for all investors and transparency reduces “gaming" by 
market makers, especially at the opening of trading. 
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5. Day Traders are Not Informed of the Risks of Day Trading. 

ETA not only supports the NASD’s risk disclosure proposal, ETA believes it does not go 
far enough. ETA members already require that prospective customers sign a statement 
containing risk disclosures significantly beyond what the NASD proposes. But disclosure or not 
it is simply impossible for on-site day traders not to be aware of their trading risks. In a typical 
on-site office the traders are in close proximity to each other, if they have been trained at the firm 
they will have seen numerous examples of failed trades and strategies. In simple terms, no day 
trader could possibly be unaware of these risks. If as one blue sky commissioner’s reported, 67 
of 68 day traders in an office lost money, traders would be fleeing the office screaming “plague”. 
More particularly, for those who do lose money the understanding and acceptance of the risks, 
and their own market decisions, explains why the NASAA Report cited no customer complaints. 
In fact, the Atlanta Constitution reported in August that the director of the Massachusetts 
Securities Division admitted that the Division’s investigations did not stem from customer 
complaints. 

6. Seven. Eight or Nine Out of Ten Day Traders Lose (Alll of Their Money. 

The keystone of the attempted demonization of day trading firms by the NASAA Report 
is its claim that a high percentage of day traders lose money. When offered the opportunity by 
ETA to conduct an impartial study of the subject NASAA refused. When the NASAA Report 
was released the numbers provided by its “expert” were notably incredible: 17, the number of 
accounts sampled, was small; the accounts came from one office of one non-ETA firm; the 
sampling was of two year old account information; the period focused on covered four montlis; 
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the percentage of alleged losers had dropped from previous references of 8 or 9 out of 1 0 to 65%; 
and, most bogus of all, the standard for testing was not, as one would expect, traders who had 
lost all of their money, but traders who if they continued trading would realize a "Risk of Ruin”, 
that is, against all common sense they were destined at some point in the future to lose all their 
money. ETA has determined to put these fantasy figures to rest. It expects to commission 
KPMG to do a study based on thousands of day trading accounts, over a considerable period of 
time at a number of firms. ETA believes that study will bear out its members’ estimates of day 
trading profitability; that is, approximately 60% of day traders lose money in their three to five 
month learning period, thereafter well over 60% make money, averaging $25,000 or more in 
monthly profits, while the balance lose $6,000 - $8,000 monthly. 

7. Day Traders are at a Trading Disadvantage to Market “Professionals”. 

The technology platforms utilized by day traders are the state of the trading art. That they 
are beyond the existing technology at many firms was reported in an August 13, 1999 New York 
Times article, which wrote that Fidelity Investments, Lehman Brothers and Instinct are 
considering "adopting the software platforms of day trading firms...” 

One institutional trader has stated: “Individual traders now have a lot of the same tools 
we institutions do; real-time quotes, push button executions...” Five months of training and 
experience puts customers at the same level of market knowledge skills as the traders at market 
making desks. In fact, the knowledge level of the day traders may be higher given the advanced 
level of education of day traders compared to traders employed by market makers. Market 
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makers recognize that there is at least a level playing field in skills and technology. To quote the 
President of a major market maker, “The genie is out of the bottle and it ain’t going back in.” 

8. . Day Traders Routinely Violate Securities Regulations. 

Forgery, false advertising, evasion of margin regulations, improperly executing short 
sales, promoting unregistered investment advisors, are the most sensational charges leveled by 
the NASAA task force against day trading firms. But, as the NASAA Report shows, neither the 
SEC nor NYSE has ever brought a case aimed at day trading practices, while the NASD, which 
annually examines all day trading firms, has fined one firm $25,000 for failure to register certain 
employees (and another $7,500 for order entry violations). And this is in a period in which the 
SEC, NYSE and NASD have brought numerous actions against household name brokerage firms 
for in&actions of the myriad securities regulations. Thus in August alone the NYSE and NASD 
disciplined such firms as Everen Securities, McDonald Investments, Inc., Donaldson Lufkin and 
Jenrette and Tucker, Anthony, Inc. In fact, other than Massachusetts, which wrote the NASAA 
Report and is the home of its chairman, only a handful of states have taken action. These have 
brought in all four cases for failures to file broker-dealer reports or register; one state, apparently 
finding no securities law violations, claimed the firm involved had violated the state’s franchise 
law. That the NASAA effort is in reality driven by one state is put in further context by the fact 
that the nation’s five most populous states, California, New York, Illinois, Florida and 
Pennsylvania have taken no action. Day trading is used by the NASAA leadership to promote its 
position in the regulatory world. As NASAA President Hildredth stated “to reposition 
ourselves... with a little imagination we can find [the news media] stories to write about”. It is 



211 


clear that most regulators do not agree that a customer’s authorization (in writing) of a firm 
employee to sign the customer’s name when he is unavailable to sign is “forgery", or that one 
customer’s trading his parents’ money amounts to his being an unregistered investment advisor; 
or that there have been violations of short sale regulations. As a matter of fact even the NASAA 
Report admits that the states have no regulatory role in securities credit matters. Thus what the 
NASAA Report pumps up beyond all recognition are brokerages’ common failings regarding 
books and records, sales practices and order entry and execution. 
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APPENDIX F 


RONALD L. JOHNSON 

3624 Dana Shores Drive, Tampa, FL 33634 
Business: (813) 884-0331 Fax: (813) 884-0779 


EXPERIENCE: 

Consultant (futures & Securities) i986-present 

Provide investment analyses, damage calculations; and consulting services for 
securities and commodity disputes. Special expertise in options and commodities. 
Knowledgeable in all aspects of these markets including theory, practice, 
compliance and suitability. Expert in trading risk assessment and statistical 
expectations. Insightful analyses based on professional trading experience, 
advanced analytical background, and quantitative analyses techniques. 

Consulted with numerous law firms, individuals, and the State of Florida, 
Represented clients in California, Michigan, Ohio, Louisiana, Florida, Virginia, 
Pennsylvania, and Massachusetts. Provided expert testimony in Federal Court, 
State Court, CFTC Reparations, and arbitration proceedings of the National 
Association of Securities Dealers, National Futures Association, American 
Arbitration Association, and New York Stock Exchange. 

Publisher, Commodity Trading Service wss-igse 

Edited and published 'TRADING POiNTS,’’ a national futures trading service. 
Published daily hot line trading recommendations and biweekly reports on index 
futures and options markets based on proprietary computer models and indicators 
developed as a professional trader. 

Professional Trader 1932-1985 

Traded managed option and futures accounts fo* suitable clients. Developed new 
technical trading indicators and trading systems based bn market research and 
quantitative, analytical background. Honed trading «Rills in professional trading 
. contests. 

Investment Advisor 1973-1935 

Edited and published the "ROI ADVISOR," an investment letter on the stock, bond, 
and gold markets. Developed low price stock strategy that returned over 30% per 
annum during this period. Developed client base through referrals. Served as 

investment consultant to individuals, trusts, and pension funds. 
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Putting Your Garden to Bed Jejfrey Quirion 
Proper fall cere is ihe key to your garden's health and atrv'iva!. 
fn this cottrse learn proper storage of summer imlbs, soil 
conditionuig, caring for perennials, planting fail bu]fc« for spri^ 
color and whai to do with a!J those leaves. Jeff will also ^ 
lips for cultivating plants that will brighten up yourbj; 
the winter months. High School Room 343. 

Begins: Thursday, September 23 
Time: 6:00-8:00 pm, 6 ueeks 
Fee: $20 re.si$25 non-res 

Dried Floral Arranging 
Those participating ;n tlst 
designs in creating wail 
basket, pot, etc.). Diraa 
used will be available it 
trteni in the dr)'ing proc< 
a w'reatli f'roni eucalypti 
be arranging to complct 
of S3 per cta.ss incudes 
rolled will be rcspon.sibj 
and wire cutters, Sludei] 

Begins: Thursday, Oej 
Time: 6:30-9:00 pm, 

Fee: $20 re.s./$25 n| 

S3 lab fee pale 


Home & Community 


Day Trading for Beginners Ory Canal 

Day trading, especially on-line, is a hot topic these days. Learn 

what is involved, what are the risks and benefits and why it is 

becoming so popular. Topics will include an exa.niination of 

different types of investments, stock market terminology, 

characteristics of common stocks, how to analyze common stock 

performance and how to get started in day trading. Please bring a 

Wall Street Journal to class with you. High School Room 204. 

Session A: Thursday, September 23 

Session B: Thursday, October 28 

Time: 7:00-9:00 pm, 1 night 

Fee: $5 resi$7.50 non-res. 


Holiday Floral Arraj 
PurticipanLs will create ! 

first week will be desig! 

students will bo responsible for individual dccorationo (smaif 
pine cones, holly berrie-s, garland, colored balls, ucc top, etc.). 
The tree will be aproximately 15- 18” tall and is a nice gift for a 
shiil-in. or for someone who may not have a full-size tree. The 
second class we will create a boxwood and holly centerpiece. 
The approximate fee for the container foam, boxwood, candle, 
holly and velvet bow is $7. Students may decorate the center- 
piece as they want with decorations, phie cones, berries, etc. 
Students should bring scissots, wdre cutters, decorations for tree 
and centerpiece. Student limit 10, High School Room3l3. 
Begins: Thursday, December 2 
Time: 6:30-9:00 pm, 2 weeks 
Fee: $10 res./Sn.SO non-re.s. 

$13 lab fee paid to instructor-Ist class 
$10 lab fee paid to in.structor-2nd class 

Christmas Wreath Jeffrey Quirion 
Celebrate the .Season! Make a single sided balsam and pine 
wreath iu,8t in time for the holidays. Some supplies will be 
provided by iiusiructor ($10). Bring decorations to add. High 
Schod Cafeteria. 

Begins: Monday, November 29 
Time: 6:00-9:00 pm, 1 sreek 
Fee: $S re.sJ$7.50 non-res. 

$10 lab fee paid li> Imtr uefor 


Student limit 25. High School Library. 

Begins: Monday, November 1 
Time: 6:15-8:45 pm, 1 week 
Fee: $5 res/$7.50 non-res./$I5 Book (Optional) 

Pre-Retirement Seminar Laurie Gagnon 
Sponsored by the Social Security Adminislraiion, this Informa- 
tive presentation is for anyone planning for retiremem-no matter 
what your age. Topics will include obtaining benefits, disability 
and Medicare application information, how divorce and remar- 
riage effect benefits and irwch more. To receive your personal 
prinfont of estimated benefits, give us your date of birth and 
stJcial sceoriiy number when registering. Free, but you roust 
call 582-3774 to pre-register. High School Conference Room. 
Begin.s: Tuesday, Scptertiber 28 
'fime: 6:30-8:30 ptu, ! week 

Getting Started in Family Childcare Rita Fullerion, 
Childcare Opiions 

This two evening course will fulfil! the six hours of orientation 
required by DHS for childcare certificaiion. We will cover heaUh| 
& safety standards and business management. A packet of 
materials wilt be given to each panicipant. High School Rm 344. 
Begins: Wednesday, October 20 
Tune: 6;00-9:{K) pin, 2 weeks 
Fee: $10 registratroti fee 


MSAD #1 1 Adult Education -Your Community’s Comiection to Learning 
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Sonais Permanent SubcoivnlttM 
on InvesOgaliaas 
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Sanate Parmanont SubcofflBiBM 
on Invss^tims 



omputerized Day i racing 

S&P 500 Index, Stock Market, Currency Markets, 

and Institutional Trading of Debt Instruments 

A PO^'Ti-RrUL HIGH-PROFILE INCOME 
OPPORTUNITY ■ 


(Potential 6 to 7 Figure Income Per Year) . 
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1 1 

Computerized Day Trading 

Learn how to become a professional trader... 

Day trading and long-term trading 


1 i' 

^ Futures market and Stock markets 


1 M.. . 

S&P500 - E-mini - Currency - Stocks 

1 

iAUMAI 

COXPORATim 

POWERFUL HIGH-PROFILE INCOiVIE OPPORTUNITY 


Mj'-’ 

Meru 


Earning 

Potertial, 


Porfoim?' ' e 


JpHij 

Perormancs | 

^ustonfer 

tteatimoflSlsj 


FOU Lut,dllOI1b] 


Corponte 

^itescpjj 


* The absolute best and the most mechanical 
lltrading 

system that we know of in the financial market 
with a profit to loss ratio of 12 to 1 and an 
Ijaverage 

return better than 1 8% per trade before slippages] 

In our opinion, you are about to be introduced to the most 
powerful trading systems ever developed. The trading systems 
larc designed to keep you out of the market by only identifying 
ithc highest percentage profitable trades, when potential losses 
larc at the lowest level and potential profits are at the highest 
levels. By learning our trading method, you will be taking a big 
step away from (he crowd of amateurs and be on your way to 
jbccoming a successful professional trader. We believe our 
sophisticated trading system is the absolute best in the financial 
market. The performance of our trading systems is 
unmatchable by auy other systems that are currently in the 
market place. We couple this with state-of-the-art training 
jfacilities and the best on-going support system to ensure your 
success. 


* Requirements needed for this phenomenal 
opportunity 

'!VO experience, NO seiiing, NO cold calls, NO boss, NO employees, NO 
ixivcn£or>', NO traveling, NO more waiting for checks, NO country limitation. 
NO licenses and NO invoice collection. You need a computer, a small amount of 
start up capital, a tremendous amount of discipline and self-control. (For .stan-up 
cost information, click on the "Earning Potential'' button to the left). 
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Senate Permanent Subcommittee 
on Investigations 

UNITED STATES CVUIPlT a ^ . ' 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON. D.C. 20549 


September 21, 1999 


The Honorable Susan M. Collins 
Chairman 

Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510-6250 


Dear Chairman Collins: 

I would like to congratulate you on the success of your hearings on day trading 
last week. Your leadership in this area is important. By focusing attention on the 
extraordinary risks that day traders take on and the unbalanced and fjiiestionable 
marketing used to lure potential day traders, I believe that many mo' *^ individuals will 
think twice before using their hard earned money for day trading. A? ming individuals 
with the information they need to make informed decisions is, I bel c ve, the most 
effective form of investor protection. 

I have enclosed a response to Senator Levin’s question on nvrgin, which was 
prepared by the staff We would be happy to answer any additional Questions you may 
have on this or other matters. 


Sincere!)^, 

f/i 


Arthur Levitt 


Enclosure 


cc: The Honorable Carl Levin 

Ranking Minority Member 
Permanent Subcommittee on Investigations 
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MEMORANDUM 


To: Chairman Levitt 

From; Robert L.D. Colby 

Deputy Director 

Division of Market Regulation 

Re: Day Trading Margin Requirements 

Date: September 20, 1999 

This memorandum responds to the margin question that Senator Levin posed to 
you at the day trading hearing on September 16, 1999. Specifically, Senator Levin asked 
what the margin requirements are when a customer has $50,000 in cash in his margin 
account at a broker-dealer, and during the day, the customer purchases $120,000 of stock. 
The customer sells this stock before the end of the day and, after commissions, there is no 
loss or gain in the account. 

In this example, only the margin rules of the self-regulatory organizations 
(“SROs”) would apply. There would be no obligation under Regulation T to post margin 
because margin requirements under this rule are calculated at the end of the day when, in 
this example, the customer has no securities and there were no losses in the account.* 

However, the broker-dealer has extended the customer credit for the intra-day 
positions, and is therefore at risk. Accordingly, the SROs have adopted a special 
maintenance margin requirement for day trading^ that, in effect, requires a customer to 
demonstrate that he could meet a margin call if he did not unwind the positions by the 
end of the day. 

Specifically, paragraph (f)(8) of the New York Stock Exchange, Inc.’s (“NYSE”) 
margin rule. Rule 431, provides that when day trading occurs in the account of a day 
trader, a customer’s margin requirement is calculated at the end of the day based on the 
total cost of all the day trades made during that day. The purpose of this provision of 
Rule 43 1 is to require margin on the day trader’s greatest exposure during the day, rather 
than - as under Regulation T — the day trader’s position at the end of the day. Because, 


Regulation T is the rule, promulgated by the Board of Governors of the Federal 
Reserve, that governs lending by broker-dealers in connection with the purchase of 
securities. 12 CFR 220.4(c)(1). 

^ Under the SROs’ margin rules, a day trader is any customer whose trading shows 

a pattern of day trading. Industry' practice is to presume that a customer is a day trader if 
the customer conducts three or more day trades in one calendar year. 
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in this example, the day trader purchased stock,^ the SRO rules would require margin in 
the customer’s account equal to 50% of the total cost of all the day trades, or $60,000 
(50% of $ 1 20,000). '' In this example, the broker-dealer would issue a margin cal! to the 
customer for $10,000. 

The NYSE has issued an interpretation of Rule 43 1 that provides that, if the 
broker-dealer keeps a record showing the “time and tick” of each trade as evidence of the 
sequence of the day trades, the customer may maintain margin based on the largest 
aggregate open position during that day.^ Under this interpretation, a day trader that 
purchases and sells small blocks of stock during the day would have a lower day trading 
margin requirement than a day trader that accumulated a large block of stock before 
selling the position. Under the time and tick interpretation, if the day trader had 
purchased then sold $1 00,000 of stock, then purcha.sed and sold another $20,000 of stock, 
his day trading margin requirement would be 50% of the total cost of the largest 
aggregate open position, or $50,000 (50% of $100,000). Under these circumstances, the 
broker-dealer would not issue a margin call to the customer. 

SRO rules require that the broker-dealer receive any additional margin within 
seven business days of the trade date.* Many broker-dealers, however, require customers 
to meet any margin call within less than seven days. After only five business days, the 
Commission’s net capital rule’ requires a broker-dealer to take a capital charge equal to 
the amount of any unmet margin call. This penalty against a broker-dealer’s capital 
provides an incentive to firms not to expand credit beyond that permitted by SRO rules. 


Some stocks must be paid for in full and cannot be purchased on margin. Among 
other types of securities, Regulation T provides that any equity security registered or 
having unlisted trading privileges on a national securities exchange or any equity security 
listed on The Nasdaq Stock Market can be purchased on margin. 

NYSE Rule 43 1 provides that the margin required in a day trader’s account is the 
greater of the percentage of total cost required under Regulation T, or the percentage 
required under Rule 431. For margin stock. Regulation T requires margin equal to 50% 
of the total cost, which is greater than the 25% required under Rule 431. For other types 
of securities, however, the percentage required under Rule 43 1 may be greater than under 
Regulation T. For example, for debt securities. Regulation T only requires good faith 
margin as determined by the broker-dealer, whereas Rule 431 requires that a customer 
have margin equal to a fixed percentage of the total cost of the debt securities. 

’ The National Association of Securities Dealers, Inc.’s (“NASD”) margin rule. 

Rule 2520, is substantially the same as NYSE Rule 431; however, the NASD has not 
adopted the “time and tick” interpretation regarding day trading margin. 

6 


7 


NYSE Rule 431(f)(8)(C). 

17 CFR 240.15c3-l(c)(2)(xii). 
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The Commission staff is working with the NYSE on an Information Memorandum that 
would remind broker-dealers that they must take a capital charge for outstanding special 
maintenance margin calls associated with day trading accounts. 

In addition, if the customer does not deposit the required margin by the seventh 
business day after trade date, the broker-dealer would be in violation of SRO margin 
rules, and the firm would be subject to appropriate disciplinary action, including censure, 
fine, and suspension by, and expulsion from, the SRO. 

SRO rules do not require a broker-dealer to liquidate a customer’s account for 
failing to meet a margin call. Because of the capital charges that must be taken when 
customers do not meet margin calls and the potential for SRO sanctions, however, most 
firms have internal procedures that call for the liquidation of a customer’s account when 
the customer fails to meet a margin call. The Commission staff is discussing with the 
NYSE the need for an explicit requirement that broker-dealers restrict a day trading 
account from further day trading for 90 days if a day trading margin cal! is not met by the 
customer. 
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U.S. Securities and Exchange Commission 
Washington, DC 20549 (202) 942-0020 


NEWS 

RELEASE 


SEC INVESTOR ALERT 

Issued September 16, 1999 


Sanate Pemiaiwit SuixatnirfllM 
onlma^^ons 
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Day Trading: Your Dollars at Risk 

Day traders rapidly buy and sell stocte throughout the day in the hope that their 
stocks will continue climbing or falling in value for the seconds to minutes they own the 
stock, allowing them to lock in quick profits. Day traders usually buy on borrowed 
money, hoping that they will reap higher profits through leverage, but running the risk of 
higher losses too. 

As SEC Chainnan Levitt recently stated in his testimony before the U.S. Senate, 
“[Day trading] is neither illegal or unethical. But it is highly risky.” Most individual 
investors do not have the wealth, the time, or the temperament to make money and to 
sustain the devastating losses that day trading can bring. 

Here are some of the facts that every investor should know about day trading: 

Be prepared to suffer severe financial losses 

Day traders typically suffer severe financial losses in their 
first months of trading, and many never graduate to profit- 
making status. Given these outcomes, it’s clear: day 
traders should only risk money they can afford to lose. 

They should never use money they will need for daily 
living expenses, retirement, take out a second mortgage, or 
use their student loan money for day trading. 

Day traders do not “invest” 

Day traders sit in front of computer screens and look for a 
stock that is either moving up or down in value. They want 
to ride the momentum of the stock and get out of the stock 
before it changes course. They do not know for certain 
how the stock will move, they are hoping that it will move 
in one direction, either up or down in value. True day 
traders do not own any stocks overnight because of the 
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extreme risk that prices will change radically from one day 
to the next, leading to large losses. 


Day trading is an extremely stressful and expensive full- 
time job 

Day traders must watch the market continuously during the 
day at their computer terminals. It’s extremely difficult and 
demands great concentration to watch dozens of ticker 
quotes and price fluctuations to spot market trends. Day 
traders also have high expenses, paying their firms large 
amounts in commissions, for training, and for computers. 
Any day trader should know up front how much they need 
to make to cover expenses and break even. 

Day traders depend heavily on borrowing money or 
buying stocks on margin 

Borrowing money to trade in stocks is always a risky 
business. Day trading strategies demand using the leverage 
of borrowed money to make profits. This is why many day 
traders lose all their money and may end up in debt as well. 
Day traders should understand how margin works, how 
much time they’ll have to meet a margin call, and the 
potential for getting in over their heads. 

Don’t believe claims of easy profits 

Don’t believe advertising claims that promise quick and 
sure profits from day trading. Before you start trading with 
a firm, make sure you know how many clients have lost 
money and how many have made profits. If the firm does 
not know, or will not tell you, think twice about the risks 
you take in the face of ignorance. 

Watch out for “hot tips” and “expert advice” from 
newsletters and Web sites catering to day traders 

Some Web sites have sought to profit from day traders by 
offering tliem hot tips and stock picks for a fee. Once 
again, don’t believe any claims that trumpet the easy profits 
of day trading. Check out these sources thoroughly and ask 
them if they have been paid to make their 
recommendations. 
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Remember that “educational” seminars, classes, and 
books about day trading may not be objective 

Find out whether a seminar speaker, an instructor teaching 
a class, or an author of a publication about day trading 
stands to profit if you start day trading. 

Check out day trading firms with your state securities 
regulator 

Like all broker-dealers, day trading firms must register with 
the SEC and the states in which they do business. Confirm 
registration by calling your state securities regulator and at 
the same time ask if the firm has a record of problems with 
regulators or their customers. You can find the telephone 
number for your state securities regulator in the 
government section of your phone book or by calling the 
North American Securities Administrators Association at 
(202) 737-0900. NASAA also provides this information on 
its Web site at www.nasaa,org. 
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Senate PemanentSulwommlites 
on InvesSgaBons 

-Mnittd States 3enat eaw t. ? 

COMMITTEE ON 
GOVERNMENTAL AFFAIRS 

WASHINGTON, -X 20510-6250 

September 27, 1999 


Mr. Saul Cohen, Esq. 

Consulting Counsel 
Electronic Traders Association 
Proscower Rose 
1585 Broadway 

New York, New York 10036-8299 
Dear Mr. Cohen: 

Thank you for testifying at our September 16, 1999, hearing on day trading. As the 
Ranking Member on the Permanent SubcormriTUee on Investigations, I have several questions to 
which I would appreciate your written response. 

Please provide complete responses to the attached questions no later than October 8, 
1999. Thank you for your assistance. If you have any questions, please contact Leslie Bell, of 
my staff, at (202) 224-9505. 


Sincerely, 



Ranking Member 

Permanent Subcommittee on Investigations 


CLtljg 

Attacliment 

cc: The Honorable Susan M. Collins, Chairman 
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QUESTIONS 


1 . How many members of the Electronic Traders Association (ETA) require their customers 
to sign ETA’S risk disclosure form (Exhibit C in your statement from the hearing)? How 
many of those are on-site day trading firms? 

2. You testified that day traders will lose money during the initial 3-5 months. What is the 
average loss per individual trader during this period of time and what is the basis for your 
estimate? 

3. The following exchange occurred during the hearing: 

Senator Levin. ... [W]e had testimony this morning that you were specifically 
asked for the backup information here. 

Mr. Cohen. ... [W]e are talking apples and oranges. 

Senator Levin. Relative to this survey of yours. 

Mr. Cohen. ... So the second survey that we are talking about is one that is at a 
later point, that I participated in ... I think it was in August. 

Senator Levin. So you are saying that this informal survey demonstrated that 
after an initial period of 3 to 5 months of losses that 65 percent netted, profited in the 
range of $28,000 per month based on an average capital investment of perhaps 50- or 
$ 100 , 000 . 

Mr. Cohen. Yes. 

Senator Levin. You are going to supply us the data to support that estimate? 

Mr. Cohen. I understand data regarding those estimates have been supplied to the 
Committee, but if they have not, I will find out from counsel who is doing it. 

The Subcommittee has only the Momentum survey, not the "second survey” about which 
you testified. If the supporting data is in the Momentum survey, please explain where in 
the survey the supporting data is located, using page and paragraph references as 
appropriate. If the supporting data is located elsewhere, please provide the Subcommittee 
with a copy of any report or other document containing the data and highlighting the 
appropriate references. 

If there is no written data for this "second survey,” please provide the Subcommittee with 
the name and phone number of each individual you contacted; the date of each contact; 
the information each individual provided to you; and the justification each individual 
gave you, if any, for the infonnation provided. 

4. The North American Securities Administrators Association (NAS.AA) testified that it 
asked ETA for a copy of the Momentuir. survey as well as any others. Was a copy of this 
“second survey” provided to NASAA, and if not, why not? 
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LOS AHGiiLES 
WASHA’GTOG 
BOCA BATON 
fJETOAKK 
PARIS 


October 1 4, 1 999 

VIA FEDERAT, EXPRESS 

Honorable Carl Levin 
Ranking Member 

Permanent Subcommittee on Investigation 
Committee on Governmental Affairs 
United States Senate 
Washington, D.C. 20510-6250 

Re: September 16. 1999 Hearing on Day Trading 


PROSKAUER ROSE LLP 


1585 Sfoadwav 
New York, NY 10036-8299 
Telephone 212.969.3000 
Fax 212.969.2900 


Saul S. Cohen 

Member of the Firm 


Direct Dial 21 2.969.3170 
sscoh8n@proskauer.com 


Dear Senator Levin: 

Thank you for your September 27 letter addressed to me as consulting counsel for the 
Electronic Traders Association (“ETA”), which posed several questions with respect to the 
Subcommittee’s September 16, 1999 hearing. In response and adopting your enumeration, I am 
informed by ETA: 

1. At present, the following five day trading firms are members of ETA: 

Andover Brokerage, L.L.C. 

Cornerstone Securities Corp. 

Momentum Securities, Inc. 

Mount Pleasant Brokerage Sendees, L.P. 

On-Line Investment Services, Inc. 

Other than Mount Pleasant, which is a proprietary trading firm and does not have 
retail customers, each of the above firms requires a customer to sign a risk 
disclosure form, in either the ETA or similar form. In addition, Landmark 
Securities, which is not an ETA member but uses software produced by 
Tradescape.com (which is an ETA member) also uses a risk disclosure fonn, (I 
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PROSKAUER ROSE LLP 


Honorable Cail Levin 
October 14, 1999 
Page 2 


enclose copies of the risk disclosure statements for each of the above firms as they 
appear on the firms’ Web Sites.) 

The estimate was based on a survey conducted by Momentum Securities, Inc. 
(“Momentum Survey”) of its Texas customers. As to customers in the five month 
trading period who were unprofitable, for December 1998, the Momentum Survey 
found that the mean and median loss was $6,563 and $ 1 ,996 respectively, and for 
January i 999, the Momentum Survey found that the mean and median loss was 
$11,835 and $3,811 respectively. 


3. It appears to me that this question regarding “surveys” reflects a certain amount of 
confusion (which 1 may have inadvertently contributed to). Wliat your letter calls 
the “Momentum Survey” is what the ETA written testimony (page 1 1) describes 
as the “rough estimate of client profitability” obtained “earlier this year”. The 
reference to a “second survey” reflects another sentence of the same paragraph as 
follows: “In August, ETA’s Executive Committee members considered these 
numbers to be still representative.” This latter reference is not to a written survey, 
but rather oral responses received from the ETA on-site members participating in 
.ikugust 13 conference call: Andover Brokerage (David Laurent - (516) 466-1768) 
and Momentum Securities (James Lee - (713) 706-3300). 


The confusion regarding “surveys” apparently derived from the Minority Staff and 
my lack of awareness that the Momentum Survey had previously been supplied to 
the Committee, i hope the above is now clear but it is important to note that the 
ETA testimony makes no attempt to claim precision as to customer profitability 
and, to make the point, uses such phrases in the relevant paragraph as “informally 
surveyed”, “rough estimate”, “estimates” and “do not purport to be scientific”. 


SSC/lba 


With regal'd to the “second survey” please see 3 above. 

Sincerely, / 

Saul S. Cohen 


cc: 


Honorable Susan M. Collins, Chairman 
Mr. William Lauderback 
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Disclaimer 

Day trading is not investing, it is speculating. As with any form of speculation, there are risks. 
Day trading is considered a high-risk investment. 

Day trading is fast-paced. The excitement and stimulation of day trading can be very attractive 
and habit forming, separate from any financial results. Your earnings/losses should be carefully 
monitored. Since margin accounts are used, it is possible to lose more capita] than you have in 
the account. Any extension of credit will be charged interest at a varying rats (based upon a 
predetermined formula) to be determined by the clearing firm. 

Andover stands responsible for honoring all executions that may occur through SOES and/or 
SelectNet. However, traders are subject to potential prosecution under the federal securities law 
for any illegal activity conducted, and the NASD will monitor all such trading activity so as to 
detect any such improper activity. 

Past experience does not predict future results. Any success enjoyed by other day traders does 
not guarantee similar results for you. Only risk capital should be used, and the rigid observation 
of a system of stops for loss control is strongly recommended to prevent large losses from 
mounting rapidly. Individuals who have failed to keep tight stops while day trading have 
sustained substantial losses. 

Commissions may add up to a substantial amount. For many successful traders, commissions 
take up a substantial portion of gross profits. Understand the commission schedule . Andover will 
not reimburse any commissions collected outside of the normal volume discount schedule. Some 
trades may be subject to additional charges if executed by an ECN. 

Other professional traders, funds, specialists, and market makers are also trading securities on a 
short-term basis. This will cause bids and offer prices to move, bids and offer sizes to change, 
and other changes in the pricing information. These changes may lead a trader to believe that 
certain transactions will be profitable, when, in fact, these conditions may quickly disappear, 
leaving the trader in an unprofitable position. 

Continuing to hold positions intended for short-term speculation, after the end of the trading day 
introduces a new level of risk. Securities suitable for day trading are very voiatile, and can open 
for trading the next day at prices very different from where they closed the previous day, with 
no intervening opportunity to exit the trade. Various regulatory bodies can halt trading in a 
security for various reasons. These securities can reopen at very different prices, with no 
intermediate opportunity to exit the trade. 

News outlets can release very damaging or helpful news concerning a security that can cause 
very sudden, drastic price moves, with very limited opportunities to exit the trade. Andover does 
not make any recommendations. Your decisions to make trades are your own responsibility. 
Andover does not represent any trading opportunities as superior to any others which may or 
may not arise. 

If you have filled out a trading authorization and designated someone other than yourself to 
trade your capital, you should be aware this opens up new risks. The trader will have discretion 
to trade any securities he/she deems appropriate. The trader will have no legal responsibility to 
report any trades or executions to you. You may not be able to monitor your capital at all times 
on a real tl.me basis. 

Disruptions in the electronic trading systems or lines utilized by Andover, the NASDAQ, or the 
NYSE could disrupt trading and the liquidity and availabliity of timely execution could diminish 
substantially. If this occurs during periods of volatility, substantial losses could be incurred. 
Andover will not be liable for losses that occur due to computer, line, or system failure. 
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As a result of Increased market volatility and fast maricet conditions system access could be 
delayed. This delay may cause an execution at a price away from where the stock was trading 
when you entered the order. 


The above comments were written to inform potential Investors of the risk of day trading. There 
may be other factors that arise which have not been outlined. Please read recent SEC Comments 
on Day Trading. 


About the Company | Whv Trade with Us | Branch Offices [ Investment Links 
Online Trading Room 1 Get Started | Frequently Asked Questions | Contact Us 
Technology Center \ Who is Andover 

Day Trading is a HIGH RISK speculative investment and is NOT suitable 
for all investors. Please read our Disclaimer 
Please read recent SEC Comments on Day Trading. 

Andover Trading is a division of Andover Brokerage L.L.C. 
AndoverTrading.com © 1999 


Wfh Sen'jces ProvidtHi bv Zlnlaractive 
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SEC COMMENTS ON DAY TRADING: 9/17/99 

Day traders rapidly buy and sell stocks throughout the day in the hope that their stocks will conti 
climbing or falling in value for the seconds to minutes they own the stock, allowing them to lock in 
quick profits. Day traders usually buy on borrowed money, hoping that they will reap higher prof 
through leverage, but running the risk of higher losses too. 

As SEC Chairman Levitt recently stated in his testimony before the U.S. Senate, "[Day trading] is neither illegal nor is if 
unethical. But it is highly lisky." Musi individual investors do not have the wealth, the lime, or the temperament to make mo 
and to sustain the devastating losses tliat day trading can bring. 

Here are some of the facts that every investor should know about day trading: 



Be prepared to suffer severe financial losses 


Day traders typically suffer severe financial losses in their first months of trading, and many never graduate to profit-making 
status. Given these outcomes, it's clear: day traders should only risk money they can afford to lose. They should never use m 
they will need ibr daily living expense.?, retirement, take out a second mortgage, or use their student loan money for day trad 


Day traders sit in front of computer screens and look for a stock that is either moving up or down in value. They want to ride 
momentum of tlie stock and get cut of the stock before it changes course. They do not know for certain how the stock will m 
they are hoping that it w'ill move in one direction, either up or in value. True day traders do not own any stocks ovemi 
because of the extreme risk that prices will change radically from one day to the next, leading to large losses. 


Day trading is an extremely stressful and expensive full-time job 

Day traders must watch the market continuously during the day at their computer terminals. It's extremely difficult and dema 
great concentration to watch dozens of ticker quotes and price flucmations to spot market trends. Day traders also have high 
expenses, paying their finns large amounts in commissions, for training, and for computers. Any day trader should know up 
how much they need to make to cover expenses and break even. 


Day traders depend heavily on borrowing money or buying stocks on margin 

Borrowing money to trade in stocks is always a risky business. Day trading strategies demand using the leverage of borrow'e 
money to make profits. This is why many day traders lose all their money and may end up in debt as well. Day traders shoul 
understand how margin works, how much time they’ll have to meet a margin call, and the potential for getting in over their 
heads. 




Dax' traders do not "invest" 


Don't believe claims of easy profits 
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Don't believe advertising claims that promise quick and sure profits from day trading. Before you start trading with a firm, m 
sure you know how many clients have money and how many have made profits. Tf the firai does not know% or will not te 
you, think twice about the risks you take irt the face of ignorance. 


1 Watch out for ’’hot tips" and "expert advice" from newsletters and websites 
catering to day traders 


Some websites have sought to profit from day traders by offering them hot tips and stock picks for a fee. Once again, don't 
believe any claims that trumpet the easy profits of day trading. Check out these sources thoroughly and ask them if they hav 
been paid to make their recommendations. 


0 : 


Remember that "educational" seminars, classes, and books 


may not be objective 


about day trading 


Find out whether a seminar speaker, an instractor teaching a class, or an author of a publication about day trading stands to p 
if you start day trading. 


0 


Check out day trading firms with your state securities regulator 


Like ail broker-dealers, day trading firms must register with the SEC and the states in which they do business. Confirm 
registration by calling your state securities regulator and at the same time ask if the furn has a record of problems with regul 
or their customers, You can find the telephone number for your state securities regulator in the government section of your p 
book or by calling the North American Securities Administrators Association at (202) 737-0900. NASAA also provides this 
information on its website at www.nasaa.org . 


To further enhance your understanding of the risks involved with day trading, in addition To the above comments, please rea 
disclaimer, Andover Brokerage Disclaimer can be found on our website or at any Andover office, 

If you have any additional questions please contact a representative of Andover Brokerage. 
Andover Brokerage LLC 
www.AndoverTrading.coin 
111 Great Neck Road 
Suite 314 

Great Neck NY 11021 
(516)466 1768 


New Accounts 
John Hopf 
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General Administration / Risk Disclosure Questions 

Craig Feitz 

Chief Of Operations 

David Laurent 

General Counsel 

Dan Viola 


About the Companv | Why Trade with Us | Branch Offices | In vestment Links 
Online Trading Room | Get Account Forms | Frequently Asked Q u estions | Contact Us 
Tec hnology Center ] Who is Andover | Employment | Z ACKS 
HOME 


Day Trading is a HIGH RISK speculative investment and is NOT suitable 
for all investors. Please read our Disclaimer 
Please read recent SEC Comments on Day Trading. 

Andover Trading is a division of Andover Brokerage L.L.C. 
AjidoverTrading.com © 1 999 
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Electronic Day Trading 


Understanding the Risk 


Momentum securities, inc. risk disclosure 

STATEMENT 

The risk of loss in electronic day trading can 

BE SUBSTANTIAL. YOU SHOULD, THEREFORE, 
CAREFULLY CONSIDER WHETHER SUCH TRADING IS 
SUITABLE FOR YOU IN LIGHT OF YOUR CIRCUMSTANCES 
AND FINANCIAL RESOURCES. IN CONSIDERING 
WHETHER TO TRADE, YOU SHOULD BE AWARE OF THE 
FOLLOWING POINTS: 

(1) The national securities markets are extremely efficient and 
competitive. Successful Electronic Day Trading typically requires 
skill and discipline as well as experience and knowledge of the 
capital markets. There is no guarantee that you will be successful 
in implementing your investment strategy. A substantial number of 
Electronic Day Traders will not be successful. Moreover, changes 
in market structure and competitive conditions also may affect 
your continued success. Only risk capital should be used for 
trading. Market structure and competitive changes in the markets 
may cause formerly successful traders to become less successful. 

(2) Electronic Day Trading involves a high volume of trading 
activity - the number of transactions in an account may exceed 100 
per day. Each trade generates a commission and the total daily 
commission on such a high volume of trading can be in excess of 
any earnings. 

(3) Persons who are new to Electronic Day trading should strictly 
limit both the number of trades they do and the size of their trades 
to reduce the risk of large dollar losses during the learning process. 

(4) Electronic Day Trading is designed to produce short-term 
profits. However, the activity also may result in losses that can 
exceed more than 100% of your initial capital. Yon are solely 
responsible for any losses in your account. 

(5) Placing contingent orders, such as "stop-loss" or "stop-limit" 
orders, will not necessarily limit your losses to the intended 
amounts, since market conditions on the NASDAQ or any 
Alternative Trading System on which the order is placed may 
make it impossible to execute such orders. Similarly, using 
"market orders" can be very risky, since large gaps can occur in 
price movements of active stocks. You are urged in most instances 
to use "limit orders." 
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(6) Under certain market conditions, you may Kind it difficult or 
impossible to liquidate a position quickly at a reasonable price. 

This can occur, for example, when the market for a stock suddenly 
drops, or if trading is halted due to recent news events or unusual 
trading activity. The more volatile a stock is, the greater the 
likelihood that problems may be encountered in executing a 
transaction. 

(7) In addition to normal market risks, you may experience losses 
due to system failures. The firm and its clearing broker rely upon 
sophisticated computer software and hardware to execute 
transactions, which are subject to failure due to a variety of factors. 
In addition, NASD.'VQ and the Alternative Trading Systems have 
computer systems that often malfunction. Among other events, you 
may experience losses due to: system crashes during both peak and 
low volume periods; the loss of orders on both SOES and Select 
Net; and, delayed, conflicting and inaccurate confirmations on 
orders or cancellations that you initiate. 

(8) The use of any margin or leverage in an account can work 
against you as well as for you. Leverage can lead to large losses as 
well as gains. You may sustain a total loss of the initial margin 
funds and any additional funds that you deposit with your broker 
to establish or maintain a position, and you may incur losses 
beyond your initial investment. If the market moves against your 
position, you may be called upon to deposit a substantial amount of 
additional margin funds, on short notice, in order to maintain your 
position. If you do not provide the required funds within the time 
required, your position may be liquidated at a loss, and yon will be 
liable for any resulting deficit in your account. 

(9) You should consult your broker concerning the nature of the 
protections available to safeguard funds or property deposited in 
your account. 

ALL OF THE POINTS NOTED ABOVTE APPLY TO 
ELECTRONIC DAY TRADING OF DOMESTIC EQUITY 
SECURITIES. IF YOU ARE CONTEMPLATING TRADING 
FUTURES OR OPTIONS CONTRACTS, YOU SHOULD BE 
AWARE THAT THESE INSTRUMENTS POSSESS 
ADDITIONAL RISKS. 

THE RISK OF ELECTRONIC DAY TRADING MAY BE 
SUBSTANTIAL. THIS BRIEF STATEMENT CANNOT, OF 
COURSE, DISCLOSE ALL THE RISKS AND OTHER ASPECTS 
OF ELECTRONIC DAY TRADING. ONLY RISK CAPITAL 
SHOULD BE USED FOR SUCH TRADING. 

SHOULD YOU HAVE ANY ADDITIONAL QUESTIONS OR 
CONCERNS REGARDING ANY ASPECTS OF THE RISKS 
INV OLVED IN ELECTRONIC DAY-TRADING, PLEASE 
CONSULT A MOMENTUM SECURITIES LICENSED 
BROKER 

BY MY SIGNATURER BELOW, I ACKNOWLEDGE THAT I 
HAVE READ AND UNDERSTAND MOMENTUM 
SECURITIES, INC.’S RISK DISCLOSURE STATEMNT. 
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U,S. Securities 
andEkchakci 
Commission 


STATEMENT BY CHAIRMAN ARTHUR LEVITT 
SECURITIES AND EXCHANGE COMMISSION 
CONCERNING ON-LINE TRADING 

JANUARY 27, 1999 

Chairman Arthur Levitt today issued the following statement to 
investors; 

The Internet and other new technologies are in many ways 
transforming how our capital markets operate. There are clear benefits to 
these changes including lower costs and faster access to the market for 
investors. I believe that investors need to remember the investment 
basics, and not allow the ease and speed with which they can trade to 
lull them either into a false sense of security or encourage them to trade 
too quickly or too often. 

Over the last two years, particularly in recent months, the SEC has 
been hearing concerns about retail, on-line (Internet) investing. In fact, 
the number of complaints concerning on-line investing has increased 
330 percent in the last year. Some of the issues raised specifically relate 
to on-line trading, others are generic to all investing. The majority of 
them can be addressed through better education and investors ensuring 
that they have done their homework. 

Every day, more and more Americans are investing in the stock 
market, and many of them are doing so through the Internet. On-line 
brokerage accounts account for approximately 25 percent of all retail 
stock trades. And, the number of on-line brokerage accounts is expected 
to exceed 10 million by the end of the year. 

While the manner in which orders are executed may be changing, the 
time-honored principles of evaluating a stock have not. An investor's 
consideration of the fundamentals of a company-net earnings, P/E ratios, 
the products or services offered by the company-should never lose their 
underlying importance. 

Investing in the stock market-however you do it and however easy it 
maybe-will always entail risk, I would be very concerned if investors 
allow the ease with which they can make trades to shortcut or bypass the 
three golden rules for all investors; (1) Know what you are buying; (2) 
Know the ground rules under which you buy and sell a stock or bond; 
and (3) Know the level of risk you are undertaking. On-line investors 
should remember that it is just as easy, if not more, to lose money 
through the click of a button as it is to make it. 

In recent months, we have begun to identiiy a number of issues every 
on-line investor should be aware of. First, investors must understand the 
issues and limitations of on-line investing. You may occasionally 
experience delays on these new systems. Demand has grown so quickly 
that many firms are racing to keep pace with it. In the meantime, you 
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may have trouble getting on-line or receiving timely confimiations of 
trade executions. You should not always expect "instantaneous" 
execution and reporting. There can and will be delays in electronic 
systems. You should investigate and understand options and alternatives 
to executing and confirming your ordere if you encounter on-line 
problems. 

Second, investors may sometimes be surprised at how quickly stock 
prices actually move. For example, many technology stocks have 
recently had dramatic and rapid price movements. Wien many investors 
attempt to purchase (or sell) the same stock at the same time, the price 
can move very quickly. Just because you see a price on your computer 
screen doesn't mean that you will always be able to get that price in a 
rapidly changing market. You should take precautions to ensure that you 
do not end up paying much more for a stock than you intended or can 
afford. 

One way to do this is to use limit orders rather than market orders 
when submitting a trade in a "hot" stock. The result for investors that do 
not limit their risk can be quite surprising. Say an investor wanted to 
buy a stock in an IPO that was trading earlier at S9,00 and failed to 
specify the maximum they were willing to pay using a limit order. That 
investor could end up paying whatever price the stock has moved to at 
the time his order reaches the market — $60, $90 or even more. If, on the 
other hand, the investor submitted a limit order to buy the stock at 
SI 1 .00 or less, the order would only be executed if the market price had 
not moved past that level. Investors should understand the risk 
associated with trading in a rapidly moving market and make sure that 
they take all possible actions to control their risk. 

Third, I am concerned that investors buying securities on margin may 
not fully understand the risks involved. In volatile markets, investors 
who have put up an initial margin payment for a stock may find 
themselves being required to provide additional cash (maintenance . 
margin) if the price of the stock subsequently falls. If the funds are not 
paid in a timely manner, the brokerage firm has the right to sell the 
securities and charge any loss to the investor. When you buy stock on 
margin, you are borrowing money. And as the stock price changes, you 
may be required to increase the cash investment. Simply put, you should 
make sure that you do not over-extend. 

Fourth, while new technology available to retail investors may 
resemble that of professional traders, retail investors should exercise 
caution before imitating the style of trading and risks undertaken by 
market professionals. For most individuals, the stock market should be 
used for investment not trading. Strategies such as day trading can be 
highly risky, and retail investors engaging in such activities should do so 
with funds they can afford to lose. I am very concerned when I hear of 
stories of student loan money, second mortgages or retirement funds 
being used to engage in this type of activity. Investment should be for 
the long-run, not for minutes or hours. 

Millions of new investors have taken advantage of the unprecedented 
access and individual control the Internet provides. But, new 
opportunities present all of us with new responsibilities, challenges and 
risks. The SEC will do everything it can to protect and infoim investors 
during this time of great innovation and change. But, investor 
protection-at its most basic and effective level-starts with the investor. I 
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say to all in%'estors-whether you invest on-line, on the phone, or 
in-person-know what you are buying, what the ground rules are, and 
what level of risk you are assuming. 


Momentum Securities, Inc. is a licensed broker dealer with the U.S. 
Securities and Exchange Commission and the National Association of 
Securities Dealers, Inc., but is not licensed in all 50 states nor is it 
licensed in any foreign country. To view a list of states in which 
Momentum Securities, Inc. is licensed, please click HER E. 

1 Company Profile | Principals' Message | Technology | 
Customer Preparation ] 

[ In The Press | Office Directory | Remote/Int emet ] 

[ Electro ni c Day Trading | Contacting Momentum ( Links j Home ] 

For more information E-mail infofS.soes.com . 

Copyright © Momentum Securities 

Member: National Association of Securities Dealers and Securities 
Investor Protection. 
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THE RISK OF LOSS IN ELECTRONIC DAY TRADIN0 CAN BE SOBSTAMTIAL. YOU 
SHOULD . THEREFORE, CAREFULLY CONSIDER WHETHER SUCH TRADiMG IS 
SUITABLE FOR YOU IN LIGHT OF YOUR CIRCUMSTANCES AND' FiNANCIAL 
RESOURCES. IN CONSIDERING WHETHER TO TRADE, YOU SHOULD BE AWARE OF 
THE FOLLOWING POINTS. 

(A) The national securities markets are extremely efficient an^j. competitive. Successfy! 

Electronic Day Trading typically requires skill :as well as experience and Imowiedg© of 
the capital markets. There is no guarantee that a particular individual, will lie successful 
in impSemenling ills or her investment strategy. A substantiai numter.af Efectronic Day 
traders will not be successful. ■ . . . ■ , ' ' 

(B) Eieclroriic Day Trading, involves a high volume of trading activity- ihe number of 
trafisactions may exceed 108 .per day. Each trade 'generates a commission and the trial 
daily commission on such a high volume of .trading can be in excess of earnings. 

^C|Eiectranic Day Trading is designed fagenerafs shortterm profits. However, the 

activity also may result in losses that'.ean exceed more than 100% of the customers 

initial'capital. , 

{0) Piaclng conting.ent orders, such as " s'top loss'* or"''siop limit" orders, will not , . 
necessarily limit your losses to the intefided artiountSj since market conditions on the 
exchange where the order Is ptaced may srialte it impossible to execute such orilefs. . 

(E) Under certain market coriditiOns, yen' may find it difficult or impossible to liquidate a 
position. This can occur, for example, when the market reaches a daily price fluctuation 
limit. , 

fF) In addition- to normal market risks, a customer' may.experience.,to.sse's.iEue -to; . - 
NASDAQ, EON'S arid EXCHANGE system faskires. These systems often rnaifuhet-ion, 
and customers, may experience !osse.s doe to ; .sysfem crashes c!«ringiboth-.p8ak-ancl';- 
low volume periods; the loss of iive customer orders on all of the. above, syste'rnsj ahtl,' 
delayed, conflicting and inaccurate confirmations on orders or ca-ncellafions initiatetl . 
by the customer. 


Risk Statement 


"Etectronic day trading," {also referred to as ’’day trading," or "SOES trading"), involves 
Intra-day buyir^g and selling of securities, whic^ is speculative and may pose unique 
and/or substantia! risks to a customer. It may not be suitabte for certain individuals ■■ 
even if they have investing or brokerage experience. 

An electronic day trader should understand the operation of a margin account under 
various market conditions and review his w her investment objectives, financial 
resources and risk tolerances to determine wheUier margin trading is appropriate for 
them. The increased leverage which margin provides may heighten risk substantially, 
including the risk of loss in excess of 100% of an investment. 

Furthermore, day trading is often characterized by making numerous trades per day, 
which may result in appreciabic cost to the trader and also may negate any trading profit 
on a particular day. On-Line investment Services Inc. does not guarantee the success 
or profitability of any trader or account, and is not responsible for losses in accounts. In 
addition, On-Line Investment Services does not endorse any particular product 
regarding trading including but not limited to seminars, classes, books, strategies, 
techniques, or technology. Ail traders trade at their own risk. 

Electronic day trading accounts should be considered speculative in nature with the 
objective being to ger^erate short-term profits. Past frading success is not indicative of 
future results. Day trading Involves high risk. 

On-Line Investment Services, Inc. is a licensed broker-dealer with the U.S. Securities 
and Exchange Commission and the National Association of Securities Dealers, Inc., but 
is not licensed in all 50 states nor is it licensed in any foreign country. You may contact 
On-Line Investment Services to find out if our firm is registered in your state. 


Select from the following menu: 


- On-Line Investment Services Inc. 


B 



Copyright © 1999-20CX3. On-Line Investment Services Ina Newport Tower, 525 Washington Boulevard. 14th Floor Jersey City, NJ 07310 
Voice; 201-499-8700 Fax; 201-499-8750. An MJMI website. All rights reserved. 
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Risks Of DayTrading 

1. Day trading is extremely risky. You 
should be prepared to lose all of the funds 
that you use for day trading. In particular, 
you should not fond day trading activities 
with retirement savings, student loans, 
second mortgages, emergency funds, 
funds set aside for purposes such as 
education or home ownership, or funds 
required for current income to meet your 
living expenses. 


2. Be cautious of claims of large profits 
from day trading. You should be wary of 
advertisements or other statements that 
emphasize the potential for large profits 
in day trading. Day trading can also lead 
to large and immediate financial losses. 


3. Day trading requires knowledge of 
securities markets. Day trading requires 
in-depth knowledge of the securities 
markets and trading techniques and 
strategies. In attempting to profit through 
day trading, you must compete with 
professional, licensed traders employed 
Ijy securities firms. You should have 
appropriate experience before engaging in 
day trading. 


4. Day trading requires knowledge of a 
firm's operations. You should be familiar 
with a securities firm's business practices, 
including the operation of the firm's order 
execution systems and procedures. You 
should confirm that a firm has adequate 
systems capacity to permit customers to 
engage in day trading activities. 


5. Day trading may result in your paying 
large commissions. Day trading may 
require you to trade your account 
aggressively, and you may pay 
commissions on each trade. The total 
daily commissions that you pay on your 
trades may add to your losses or 
significantly reduce your earnings. 


6. Day trading on margin or short selling 
may result in losses beyond your initial 
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investment. When you day trade with 
funds borrowed from a firm or someone 
else, you can lose more than the funds 
you originally placed at risk. A decline in 
the value of the securities that are 
purchased may require you to provide 
additional funds to the firm to avoid the 
forced sale of those securities or other 
securities in your account. Short selling 
as part of your day trading strategy also 
may lead to extraordinary losses, because 
you may have to purchase a stock at a 
very high price in order to cover a short 
position. 

7. Day trading involves both market 
orders and limit orders. You should 
understand the difference in these type of 
orders before you invest. Market orders 
are orders that are required to execute 
fully and promptly without regard to 
price, and the execution price may be 
different from the current quoted price of 
a security. Limit orders offer you price 
protection, but there is the possibility that 
your order may not be executed. 


8. Day trading is highly dependent on 
many advanced computer systems. 
Investors cannot directly access the 
markets or execute orders; orders are 
transmitted by a Broker Dealer. During 
periods of high volatility there may be 
delays in execution confirmations and 
cancellation reports. During periods of 
high volume there may be system 
capacity limitations. 


About Us I Offices ] Pay Trading | RISKS | Tools 
Trainine Programs | OSJ Opportmiities 
FAQ I Book Store i Contact Us 


Copyright © 1 999, Cornerstone Securities Corporation. 
All rights reserved. 
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EXHIBIT # 

MEMORANDUM 


TO: 


FROM: 


RE: 


PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
MEMBERSHIP LIAISONS 


K. LEE BLALACK, 11, Chief Counsel & Staff Director' 
BRIAN C. JONES, Investigator 
WESLEY M. PHILLIPS, Investigator 
Permanent Subcommittee on Investigations 


BACKGROUND MEMORANDUM FOR DAY TRADING HEARING 
“Day Trading: An Overview” 

September 16, 1999, at 9:30 a.m. in SD-628 


DATE: SEPTEMBER 14, 1 999 


I. Purpose and Format of the Hearing 2 

II Summary ofMajor Hearing Issues 3 

III. Background on Day Traders and the Day Trading Industry 4 

A. Day Trading Defined 5 

B. The Day Trading Industry 6 

C. Distinction Between Day Trading Firms and On-Line Discount Broker-Dealers . 8 

D. New Technology Is Making Day Trading More Viable from the Home or Office 10 

IV. The Risks and Profitability of Day Trading 11 

A. NASAA Report Claims that the Vast Majority of Average Investors 

Lose Money Day Trading II 

B. The “Suitability” or “Appropriateness” of Day Trading for the Ordinary Investor 12 

V. Securities Regulators Have Identified Fraudulent and Deceptive Practices at 

Several Large Day Trading Firms 13 

A. NASAA Study Identified Serious Problems in Certain 

Large Day Trading Firms 14 

B. NASAA Report Recommendations 19 

C. Joint SEC and NASDR Examinations and Enforcement Cases Have 

Also Identified Violations at Day Trading Firms 20 

VI. NASDR Has Approved a New Rule to Minimize the Risks Associated with Day 

Trading 20 
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VII. The Day Trading Industry Rejects Most Regulatory Criticisms 21 

A . Day Trading Is Profitable for Many Investors > 22 

B. Fraudulent and Deceptive Practices Are Not Widespread . , , 22 

C. Day Trading Improves Securities Pricing and Market Liquidity 23 

VIII. The Connection, If Any, Between Day Trading and Market Volatility 24 


■f -f -f -f 

I. PURPOSE AND FORMAT OF THE HEARING 


On June 30, 1999, Chairman Collins authorized the Permanent Subcommittee on 
Investigations (“PSI”) staff to commence an examination of the day trading industry. Shortly after 
commencing the inquiry, a day trader shot and killed nine people at two day trading firms in Atlanta, 
Georgia. The overview hearing scheduled for September 1 6, 1999 will focus PSI’s investigation for 
a subsequent, more detailed case study hearing by narrowing for the press and public the key issues 
associated with day trading. The Chairman of the Securities and Exchange Commission (“SEC”), 
Arthur Levitt; the President of the NASD Regulation, Inc. (“NASDR”), Mary L. Schapiro; the 
President of the North American Securities Administrators Association (“NASAA”), Peter C. 
Hildreth; and the Consulting Counsel for the Electronic Tradere Association (“ETA”), Saul C. 
Cohen, have agreed to testify at the hearing. 

The hearing will have three panels of witnesses. The first witness will be Chairman Levitt. 
Chairman Levitt will testify about the potential risks of day trading for the average investor. He will 
argue that, unlike securities speculation, which requires some market knowledge, day traders are in 
fact gambling. He also will testify that increasing numbers of people are engaging in day trading 
without a clear understanding of the risks attendant thereto. In addition, Chairman Levitt will 
summarize the SEC ’s preliminary findings from examinations of day trading firms and provide his 
perspective on NASDR’s proposed rule to strengthen day trading risk disclosure and customer 
appropriateness standards. Finally, Chairman Levitt will discuss the potential effects of day trading 
on the prices of individual securities and market volatility. 

The second panel will consist of the witnesses from NASDR and NASAA. Maty L. 
Schapiro, President of the NASDR, will testily about the day trading phenomenon in general. She 
will discuss the preliminary findings of NASDR’s recent examinations of day trading firms as well 
as NASDR’s recently proposed rules to strengthen disclosure and appropriateness determinations. 
In addition, Ms. Schapiro will discuss the potential effects of day trading on the prices of individual 
securities and market volatility. 
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Peter Hildretli, President of the NASAA and Chief of the New Hampshire State Securities 
Commission, will testify about the findings in NASAA’s recent report on day trading, which was 
highly critical of the industry. He will detail the fraud and abuse that NAS.AA allegedly found in 
the day trading industry. Like Chairman Levitt, Mr. Hildreth will also testify that day trading is 
gambling and explain why NASAA concluded day trading is an extremely risky and unprofitable 
practice for the average investor. 

Saul C. Cohen, Consulting Counsel for the ETA, will testify on a third panel. He will 
address day trading from an industry perspective. He will criticize the findings of the NASAA report 
on day trading, and respond to some of the allegations leveled by regulators. 


II. SUMMARY OF MAJOR HEARING ISSUES 


Based upon our preliminary examination of day trading, we believe that there are three maj or 
issues that will be the focus of tlie hearing and PSI’s continuing investigation: 

1. Is Day Trading a Bona Fide Investment Strategy or Is It Merely Gambling? As 
noted above, Chairman Levitt and NASAA President Peter Hildreth have both 
stated that day trading is gambling. On August 9, 1 999, NASAA issued a report 
on the day trading industry that estimated that nearly 90 percent of day traders 
would lose substantial amounts and perhaps all of their trading capital.' WTiile 
ETA acknowledges that day trading is highly risky, ETA believes that NASAA’s 
profitability study is significantly flawed and that, after a “steep learning curve,” 
disciplined traders can make money day trading. Thus, ETA will dispute the 
gambling analogy. 

2. Have Day Trading Firms Engaged in Deceptive and Fraudulent Practices and. If 
So. How Widespread Are the Abuses Within the Day Trading Industry ? The 
NASAA study concludes that fraudulent and deceptive operating practices are 
pervasive within the day trading industry. These practices include deceptive 
advertising, forgery, unregistered investment advisory activity, unregistered 
trading by broker-dealers, and other questionable practices. SEC and NASDR 
also are concluding examinations of about 60 of the largest day trading firms. 
Preliminary information obtained from the SEC and NASDR suggests that these 
examinations also have identified questionable practices by day trading firms. 

ETA officials told us that there are some “marginal” firms in the industry that 


' NASAA, itcporl o/Mc flay (Aug. 9, 1999) [hereinafter “NASAA Report”]. The 

NASAA project group consisted of state securities officials from Massachusetts, Colorado, Pennsylvania, Texas, and 
New Jersey. 
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may commit fraudulent acts, but ETA contends that most day trading firms are 
well-run and willing to cooperate with regulators to correct any problems. 

3. Wliat Is the Impact of Day Trading on the Securities Markets ? ETA and the 
industry claim that day trading has “democratized” the securities markets and 
provided average investors with the ability to make money trading in ways that 
previously were reserved exclusively for large securities firms. By contrast, 
some critics of the industry argue that day traders can manipulate the prices of 
individual stocks to their advantage and that day trading contributes to excessive 
%'olatility in the securities markets. 

In addition to these primary points of debate, there are several other questions that are likely 
to be addressed during the day trading hearing: 

• how day trading strategies differ from traditional investment strategies; 

• how day trading firms differ from on-line, discoimt brokerage firms, such as 
E*Trade and Charles Schwab; 

• what is the profile of the “typical” day trader; 

• are day trading strategies suitable for ordinary investors with limited investment 
experience and wealth; 

• have day trading firms engaged in deceptive advertising to lure unsophisticated 
investors into day trading; 

• have day trading firms encouraged new customers to borrow funds from friends 
and relatives so that they can become day traders and, if so, does such “third- 
party" borrowing violate federal and state securities laws; and 

• have day trading firms established lending programs to encourage customers to 
lend money to other customers w’ho caimot meet margi n calls and, i f so, do these 
lending programs violate federal and state securities laws. 


III. BACKGROUND ON DAY TRADERS AND THE DAY TRADING INDUSTRY 


Media and public attention on the day trading industry has evolved over the past year fioni 
admiring to alarmist. Some press reports from early 1998 romanticized the exotic nature of day 
trading and the fact tliat young “guerrilla” day traders had given up their careers to do battle with 
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established Wall Street firms.^ In November 1998, however, NASAA issued a press release that 
sharply criticized day trading and the risks that it posed to investors.’ This press release generated 
substantial media coverage about the risks associated with day trading. In late 1998, NASAA 
established a project group to study day trading and certain states - particulariy Massachu,setts - 
began to take enforcement actions against day trading firms witliin their jurisdiction. 

Earlier this year, SEC Chairman Arthur Levitt and NASDR President Mary Schapiro gave 
speeches warning against the risks of day trading. Chairman Levitt actually called day trading 
“gambling.”'* The SEC and NASDR also launched examinations earlier this year to assess the 
operations of approximately 60 of the largest 100 day trading firms. 

The public attention surrounding the risks associated with day trading reached its zenith after 
the recent shootings in Atlanta at the branch offices of two large day trading firms. On July 29, 
1999, a day trader named Mark Barton walked into the Atlanta branch offices of All-Tech 
Investment Group, Inc. (“All-Tech”) and Momentum Securities, Inc. (“Momentum”) and shot nine 
people to death. Earlier that week. Barton killed his wife and two children. Although Barton clearly 
had financial and emotional problems prior to the shootings (og., he was suspected but not charged 
in the killings of his previous wife and mother-in-law), press reports suggested that his high financial 
losses may have prompted the shootings in Atlanta. Between April 1998 and April 1999, Barton 
allegedly lost about $400,000 day trading at All-Tech. In the two months prior to the killings. 
Barton reportedly lost another $ 1 05,000 day trading at Momentum.’ 


A. Day Trading Defined 

Day trading typically is defined as placing multiple buy and sell orders for securities and 
holding positions for a very short period of time, usually minutes or a few hours but rarely longer 
than a day.‘ Day traders t>pically seek profits in small increments from momentary fluctuations in 


’ Mathew Schifrin, Free Enterprise Comes to Wall Street, Forbes . Apr. 6, 1998, at 1 14-19. 

’ NASAA Press Release, "Day Trading" Craze Should Give Investors Pause, State Securities Regulators 
Warn, dated Nov. 25, 1998. 

* Chairman Arthur Levitt, remarks before the National Press Club (May 4, 1999). 

’ Rebecca Buckinan, Barton Had Big Losses Months Ago: Atlanta Killer Dropped $400, 000 at AIL Tech, Wail 
Sheet Journal Aug. 4, 1994, at Cl. 

^ Jane Bryant Quinn, Trade by Day, Lose Sleep by Night, Newsweek . Apr. 18, 1999, at H2. There is no 
standard definition of the number of trades that characterize a day trading account. Some day traders execute as few 
as seven buy and sell orders per day, while others may make lOO or more trades per day. See Jeffrey H. Harris and Paul 
H. Schultz, The Trading Profits ofSOES [“Small Order Execution System”] Bandits, 50 J. Fin. Econ. 39,51 (1998). 
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stock prices after paying commissions, which can range from $ 1 5 to $25 per trade.’ The estimated 
number of “professional” day traders, who devote nearly all of their time to the activity, represents 
only a small fraction of the millions of investors who participate in the securities markets. The 
President of ETA - James Lee - told PSI staff that about 4,000 to 5,000 individuals trade from 1 00 
or more specialized day trading firms.* Although the number of day traders is relatively small, ETA 
estimates that day traders engage in a disproportionately high number of securities transactions, 
which account for ten to fifteen percent of the daily dollar volume traded on the NASDAQ 
exchange.’ 

Day traders do not invest in a particular security based on the fundamental strengths or 
weaknesses of the company. Indeed, the trading decision may have nothing whatsoever to do with 
the merits of a particular stock. One day trader was quoted as follows: “Wall Street’s not about 
investing anymore, if s about numbers. Who cares whether [the stock] is a car company or a 
chemical company? Who cares what they’re going to be doing in 2000?” “ In essence, each trade 
is little more than a bet on the short-term price fluctuation of a particular stock. Philip Feigin, 
NASAA’s former President, recently said that he is fond of telling day traders that they should “[g]o 
to Las Vegas - the food is better.”" 


B, The Day Trading Industry 

Day trading generally occurs at roughly 100 specialized firms. Some of these firms are large 
concerns with branch offices nationwide, while others are smaller operations with one or two offices 
in a single state. Table I lists the ten largest day trading firms as measured by the number of branch 
offices. According to NASAA and the SEC, the specialized day trading firms are generally broker- 
dealers registered with NASD, although a few belong to the Philadelphia Stock Exchange (“PSE”). 
Firms registered with the PSE typically are organized as limited partnerships in which each day 
trader is an agent of the firm rather than a “customer.” These “agents” trade the firms’ own capital 
on a highly leveraged basis through the firms’ margin privileges. The firms typically require the 
agents to provide a substantial security deposit or, “performance deposit” as it is called, to cover 


’ NASAA Report at 7. 

® According to the Congressional Research Service (“CRS”), it is difficult to estimate the total number of day 
traders since many quit, due to losses, within three months of starting. Congressional Research Service, Day 

Trading, p. 2 (1999). 

^ Interview with Bill Lauderback, Electronic Traders Association (Sept. 7, 1999). 

lanthe Jeanne Dugan, For These Day Traders, Stock Market Is One Big Casino, Washington Post, Feb. 25, 
1999, at Al. 

■' Id 
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losses incurred by the individual agents.*^ PSE day trading firms also charge commissions to their 
agents,” 

Day trading firms, whether registered with NASD or the PSE, typically provide the high- 
speed computer access and real-time market quotes that are necessary for day traders to rapidly take 
advantage of small changes in stock prices. Many of these firms also offer training seminars to 
individuals who wish to leant day trading strategies. These seminars generally require two to ten 
days to complete and cost anywhere from $1 ,500 to $5,000. Anecdotal evidence and press reports 
indicate that some individuals who complete these courses give up their careers to day trade full-time 
at these specialized firms.” 


Table 1: The Ten Largest Day Trading Firms as Measured by Number of Branch Offices 


Firm 

Home Office Location 

Number Of Branch Offices 

Carlin Financial Group 

New York, New York 

36 

All-Tech Investment 

Montvale, New Jersey 

23 

Bright Trading, inc. 

Las Vegas, Nevada 

23 

Cornerstone Securities 

Austin, Texas 

19 

Landmark Securities 

Houston, Texas 

15 

Andover Brokerage 

Montebello, New York 

13 

Tradescape, LLC 

New York, New York 

12 

Terra Nova Trading 

Chicago, Illinois 

n 

On-line Investment 

Jersey City, New Jersey 

10 

Stock USA 

San Diego, California 

10 


Source: PSI Analysis of NASAA data. 


The second largest firm, All-Tech, is registered with the NASD and is perhaps the most 
famous of the specialized day trading firms in the United States. The firm’s CEO is Harvey 


NASAA Report at 3 . 

’ Uanthe Jeanne Dugan, For These Day Traders, Stock Market Is One Big Casino, Washington Post . Feb. 25, 
1999, at A 1 . For example. Bright Trading - a PSE firm - charges its customers a penny a share per trade. 

Day traders beat the clock: Practitioners of day trading live and die by eighths and sixteenths of a point, 
http://w\vw.cnnfn.coni/quickenonfn/investing/9812/24/q_daytrading. 
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Houtkin, who is the self-proclaimed “father of electronic day trading” because he was one of the first 
individuals to market day trading as an investment strategy for the average investor. 

According to All-Tech, approximately 1,000 ofthe firm’s customers day trade from one of 
the firm’s twenty-three branch offices throughout the nation. All-Tech also offers another 1,000 
customers the ability to day trade from their homes or offices through specialized software, called 
Attain, that is connected to the company’s electronic trading system. The firm also offers training 
courses, which purport to teach new customers how to day trade. The training course is given at All- 
Tech’s Montvale, New Jersey headquarters, requires two to four weeks to complete, and costs 
$5,000. All-Tech instructs students in the basics of the securities markets and how to use the Attain 
system. All-Tech also offers “boot camp” courses at its branch offices, which provide an 
abbreviated version of the normal training course. These boot camp courses take place over about 
one week and cost approximately $3,000,'* 

In February, the Washington Post profiled the operations of Bright Trading Inc. (“Bright 
Trading”), which is the third largest day trading firm. Bright Trading is registered with the PSE and 
is appropriately headquartered in Las Vegas, Nevada. According to the Washington Post , the owner 
of the firm gambles at the casino Black Jack tables by night and runs his trading firm by day. The 
firm requires all of its traders to provide a $25,000 “performance deposit.”"’ In addition, day traders 
pay Bright Trading a $600 per month overhead fee for use of the facility and equipment as well as 
a commission of one penny per share traded and 25% of all profits.'* 

Bright Trading, like other PSE day trading firms, differs from firms like All-Tech, which 
register with the NASD as broker-dealers. All-Tech and other broker-dealers generally do not 
require a performance deposit and do not receive a percentage of any profits achieved by its day 
traders, since those day traders are customers of the firms rather than limited partners. All-Tech and 
the broker-dealer firms make their money primarily from the commissions charged their customers 
on a per trade basis and from any fees that they might receive from teaching customers how to day 
trade. For these reasons, the day trading firms registered with the NASD may be the most likely to 
market themselves to, and attract, unsophisticated and potentially unsuitable investors. 


C. Distinction Between Day Trading Firms and On-Line Discount Broker-Dealers 

Day trading firms provide a fundamentally different service than traditional brokerage houses 
and even on-line discount brokerage firms, such as E'^Trade and Charles Schwab. Neither discount 
on-line brokerage firms nor traditional full-service firms offer customers direct access to the trading 


Harvey Houtkin, Remarks at an All-Tech Informational Seminar (July 21, 1999). 

lanthe Jeanne Dugan, For These Day Traders, Stock Market Is One Big Casino, Washington Post . Feb. 25, 
1999, at Al . The “performance deposit” is used to offset loses that the day trader may incur. 

" Id. 
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fioor of the t>'pe provided by day trading firms.'* On-line brokerage firms generally do not offer 
immediate stock order execution to their customers. Rather, on-line brokerage firms generally refer 
customer orders to other entities - such as market markers ■- for execution. 

The immediate order execution capability offered by day trading firms may serve as a 
marketing tool by which day trading firms attract active traders from the established on-line firms. 
eta’s President told PSI staff that day trading firms market their services to the estimated 250,000 
individuals who make 400 or more on-line securities trades per year, since these investors would 
most benefit from the ability to immediately execute their stock orders. Similarly, All-Tech’s CEO, 
Harvey Houtkin, has stated that it makes sense to market the firm’s Attain trading system to 
individuals who actively trade through on-line brokerage accounts.® 

There are about 1 .7 million people in the United States who are categorized as “hyper-active 
traders.”'" It is estimated that hyper-active traders execute 80 to 100 stock trades per year through 
their online brokerage accounts.^ In addition, ETA President James Lee told PSI staff that ETA 
estimates that 250,000 people make more than 400 trades per year, largely through on-line brokerage 
firms, such as Charles Schwab and E*Trade.^ 

The technology available to day trading firms has attracted the interest of several of the 
leading investment and securities firms."'' Fidelity Investments, Lehman Brothers, and Instinct, a 
division of Reuters Group, reportedly have discussed adopting the software platforms of day trading 
firms, forming alliances with them, or making outright acquisitions. Despite concerns about the 
practices of day trading firms, the electronic trading boom is forcing established securities fims to 
consider more efficient and inexpensive trading formats. Day trading firms may now have critical 


In addition to convenience, the basic advantage of on-line brokerage firms is that commissions are 
significantly lower than the commissions paid to full-service firms. For example, a BusinessWeek article estimates that, 
to buy 200 shares on-line, it would cost $S.OO to $29.95. Business Week estimates that execution of the same trade at 
a full-service brokerage house would cost $116. fVho Meeds a Broker?, Business Week . Feb. 22, 1999, at 1 13. 

GAO, Securities Market Operations; The Effects of Small Order Execution System ("SOES”) on the 
NASDAQ Market, p. 3, Aug. 31, 1998 (GAO/GGG-98-194). Market makers are NASD-member securities firms that 
“make markets” in particular securities by agreeing to buy and sell the securities at quoted prices. Market makes provide 
liquidity to the NASDAQ market. 

Harvey Houtkin, Remarks at an All-Tech Informational Seminar (July 21, 1999). 

Interview with Dan Burke ofGomezAdvisers (July 29, 1999). Gomez Advisers is a consulting firm located 
in Concord, Massachusetts that provides information about on-line broker-dealers. 

“ Id. 

Telephone interview with James Lee, President of ETA (Aug. 11, 1999). 

" iVkv Bip Firms Are Courtinp Day Traders. New York Times . Aug. 13, 1999,atCl. 
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experience developing and using advanced trade routing software, systems that could someday give 
all investors instant access to the financial markets.^^ 


D. New Technology Is Making Day Trading More Viable from the Home or Office 

PSl’s preliminary inquiry also suggests that new technology is making day trading more 
accessible to many potential investors who have Internet access through a home or office computer. 
According to a recent CRS report that W'e requested and several other sources, more than twenty 
companies offer software for home computers that essentially provide the same real-time market 
information via the Internet, as was previously only available at specialized day trading firms.“ For 
example, one Internet firm offers customers the opportunity to execute 600 or more trades per month 
for a charge of $14,9.5 per trade.^' 

In addition to PSI’s ongoing investigation of the day trading firms, we also are examining 
the large industry that has developed to provide “educational” services to “professional” day traders 
or individuals who actively trade from their home or office. For example, there are now numerous 
day trading “how'-to” books on the market, such as How to Get Started in Electronic Day Trading 
and Electronic Day Trader ‘s Secrets, which were two of the top twenty selling business books in 
the country a.s of late Augu,st 1 999,'** Moreover, PSI has identified numerous Internet Web sites that 
purport to provide educational information about day trading courses. Several that we have 
examined contain questionable claims about the profit potential of these program.s. For instance, one 
such educational program claims that it can provide “Explosive Winning Strategies and Secrets to 
Increased Profitability.”*’ 


“ 14 

Con.gressiona1 Research Service, Day Trading 2 (June 1.5, 1999). 

Cybei'Corp.com, The True Cosis, hUp://www.cybercorp.com/fees.htmI. 

A search of the Barnes and Noble Web .site listed seven books about day trading as of August 30, 1999. 
According to the publisher, one of these books - Day Trading On-Line - has sold at least 55,000 copies, Barnes & 
Noble, bttp://w\v\v.b3mesandnoble.com. 


WinningDayTraders com, hltpi.Vwww.winningday'traders.coni. 
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IV. THE RISKS AND PROFITABILITY OF DAY TRADING 


A. NASA A Report Claims That the Vast Majority of Average Investors Lose Money Day 
Trading 

There have not been any comprehensive studies conducted on the profitability of securities 
day trading. However, information that is available — albeit limited — suggests that day trading is 
a highly risky pursuit for the average investor. The NAS AA Report concluded that "70% of public- 
traders will not only lose, but will almost certainly lose everything they invest.”® In a complaint 
filed against the day trading firm Block Trading, Inc., Massachusetts regulators found that 67 of the 
68 people who traded at the firm’s Boston branch office lost money.’' 

Moreover, NASAA commissioned a financial consultant to perfomi a limited study of the 
profitability of day trading accounts for its report on the day trading industry. The consultant 
estimated that 70 to 88.5 percent of all day traders in the Watertown branch office of AII-Tech lost 
money. The consultant reviewed a randomly selected sample of 26 customer accounts, which 
involved nearly 4,093 trades over a ten month period. The consultant found that 70 percent of the 
26 accounts lost money and that most of these customers would likely lose all of the capital traded, 
The consultant also found tliat another 18.5 percent of the accounts were traded in a manner that 
would also likely result in losses over time. Therefore, the consultant concluded that the average 
public investor should refrain from day trading, since nearly 90 percent of the customer accounts 
traded lost money or were likely to lose money, 

The commissions that day trading firms charge their customers appear to be a significant 
obstacle to profitable day trading. As discussed previously, day trading commissions range from $ 1 5 
to $25 per trade and these commissions must be paid regardless of whether the day trader earns profits 
or suffers losses. According to the NASAA Report, the average day trading account must cam an 
average annual return of 56 percent to exceed transaction costs and achieve profitability.” 


Ronald L. Johnson, NASAA Report Section entitled Day Trading; Analysis of Public Day Trading at a 
Retail Day Trading Finn, (1999), at 7. 

" Jd- The individual who made money day trading was allegedly an unregistered inve-stment adviser who was 
in a position to allocate trades, and thus profits and losses, between his account and the accounts of other customers. 
Id- As a result, NASAA found that it was questionable whether the account’s profitability could be attri’Duted solely 
to day trading. Id, 

” M- 

” According to Morgan Stanley Dean Witter, by contrast, the average annual retxsm of the Dow .tones 
Industrials, beuveen year end 1974 and year end 1998, was only 14.4%. Prospectus forthe6t7ecf W Industrial Portfolio 
PP-4, page lk(1999). 
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According to All-Tech, it charges customers a commission of $25 per traded'* The company’s 
approximately 2,000 customers execute roughly 1 5,000 trades per day.’* Thus, the average All-Tech 
customer executes 7.5 trades per day at a cost of $187.50. Assuming twenty trading days per month, 
the average All-Tech customer would have to earn profits of at least $3,750 per month, or $45,000 
per year, just to cover commissions. 

According to James Lee, President of ETA, the NASAA Report’s estimate of day trading 
profitability is significantly flawed because it is based on a small sample of day traders at just one 
branch office. Mr. Lee said that his firm. Momentum, conducted its own “unscientific” study of day 
trading of only the Texas branch offices of his firm.*'’ Mr. Lee claims that this study found that 
although highly risky, a significant number of investors who complete a “steep learning curve” make 
money day trading.” 

The Momentum study found that 56 percent of the people who begin day trading lose money 
during their first three months. The Momentum study also found, however, that after three months 
64 percent of day traders made money and 36 percent lost money. Mr. Lee claims that the individuals 
who profit after five months achieve a monthly average gain of about $26,600, while the remaining 
day traders lose an average of $6,800 per month.’* An ETA spokesman told PSI staff that ET A is in 
the process of conducting a comprehensive study of day trading’s profitability, which is likely to be 
completed later this fall,” 


B. The “Suitability” or“ApDronriatcness” of Dav Trading For The Ordinary Investor 

A major issue in the debate over day trading relates to what sort ofpersons are engaged in day 
trading and whether ordinary investors are “suitable” or “appropriate” for this highly risky activity. 
Industry critics charge that too many ordinary investors are currently allowed - and even encouraged 
- to become a day trader even if they have no investment experience and insufficient net worth to 
sustain heavy losses. NASDR has responded to this criticism by proposing a new rule that will 
require day trading firms to screen new customers to determine their “appropriateness” for day 
trading. This proposed rule is discussed in more detail in Section VI of this Memorandum, 


Harvey Houtkin, Remarks at an All-Tech Informational Seminar (July 21, 1999). 

M. 

Mr. Lee advised PSI that this study is “never used for marketing,” Telephone interview with James Lee, 
President of Momennun Securities, Inc. (Aug. U, 1999). 

Id. 

Preliminary Results, Momentum Sccarites, Inc. at 5-6. 


Interv'iew with Bill Laudcrback, Elecuonic Traders Association (Sept. 7, 1 999). 
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VVe have not found any studies that profile the “typical” day trader. Our review of media 
reports and other anecdotal information suggests, however, that there may be individuals, who 
possessed little or no investment experience and inadequate risk capital, that lost substantial sums of 
money as day traders. The following examples were taken from recent press reports and/or PSI 
telephone interviews: 

• Mark Barton had fonnerly worked as a chemical engineer and salesman before he 
opened a day trading account at All-Tech in April 1 998. After losing a reported 
$400,000 day trading at All-Tech between April 1998 and April 1999, Barton 
opened a day trading account at Momentum in May or June 1999. Barton 
reportedly lost another $ 1 05,000 at Momentum in the one or two months before 
he committed the murders,® 

• In Chicago, an intermittently employed waiter with no investment experience 
became a day trader and lost an inheritance of more than $200,000. The waiter 
told PSI staff that many people with whom he day traded similarly lacked basic 
infonnation about investing."" 

• In Boston, an elderly man with serious health problems lost about $250,000 of his 
wife’s retirement money in a single afternoon at a day trading finn."'^ 

• In Fullerton, California, a 28 year-old bank employee quit his job and borrowed 
$40,000 from credit cards to become a day trader. He lost all of his funds day 
trading within two months. The young man is now deeply in debt and living with 
his parents,® 


V. SECURITIES REGULATORS HAVK IDENTIFIED FRAUDULENT AND 
DECEPTIVE PRACTICES AT SEVERAL LARGE DAY TKAUIMG FIRMS 


Because day traders are admittedly speculating on the momentary price fluctuations of stocks, 
securities regulators and self-regulatory organizations recently have expressed concerns about the 
implications of day trading for the individual trader. NASAA's Report alleged serious violations at 


Rebecca Buckman, The Intemef - Slock Freii 2 y, Gnline Trading Can Become an Addiction. The Wall Street 
Journal . Feb. 1, 1999, .atCl. 

" Telephone intennew with John Skiersch (Aug. 5, 1999). 

" Telephone interview with David Schellenberger, Chief of Licensing Section, Massachusetts Securities 

Division. 

Rebecca Buckman, The Internet - Stock Frenzy. Online Trading Can Become an Addiction. The Wall Street 
Journal . Feb. 1, 3999, at Cl, 
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several large day trading firms. These practices include deceptive advertising, promotion of 
unregistered investment advisoiy activities, and forgery. NASAA made several recommendations 
to penalize and deter these abuses.'’*’ Moreover, SEC and NASDR have initiated examinations into 
the operations of more than 60 firms that offer day trading services. The SEC and NASDR’s 
preliminary examination results suggest several problems identified at certain day trading firms, 
including net capital violations, efforts to evade margin requirements, and deceptive advertising. 


A. KASAA Study Identified Serious Problems in Certain Large Day Trading Firms 

Since 1 997, state securities regulators in Indiana, Massachusetts, Texas, and Wisconsin have 
initiated a total of ten enforcement actions against day trading firms. On the basis of these 
enforcement actions and state regulatory examinations, the NASAA report identified fraudulent and 
deceptive activities in several large day trading firms. The following summarizes several of the more 
serious abuses identified in the NASAA report: 

Deceptive Marketing Practices : Deceptive advertising by a brokerage firm may violate federal 
and state securities laws and NASDR rules. Section 17(a) of the Securities Act of 1933 prohibits 
securities brokers from making material misstatements or omissions or engaging in any “transaction, 
practice, or course of business w'hich operates or would operate as a fraud or deceit upon the 
purchaser” in the sale of securities. Similarly, Section 10(b) of the Securities Exchange Act of 1934, 
Section 101 of the State flniform Securities Act of 1 956, and NASDR’s Rule 2120 prohibit dishonest 
or manipulative practices in the sale of securities. 

According to the NAS,AA Report, four of the six administrative proceedings that 
Massachusetts securities regulators have initiated alleged the use of deceptive advertising. The basis 
of these complaints was that the firms misrepresented the profit potential of day trading, which 
Massachusetts regulators and NASAA believe is virtually nil. Massachusetts reached settlements 
with each of the four day trading fimis. The following summarizes the deceptive advertising 
allegations contained in the Massachusetts complaints: 

• In the complaint against Block Trading, regulators alleged that the firm used a 
brochure that described Block’s commitment to “educating others about the 
unlimited earnings potential of day trading.”^^ 

• In the complaint against All-Tech, regulators found that the firm ’ s Web site stated 
that “Electronic Day Trading appeals to executives, victims of downsizing or 
layoffs, retirees, graduating college students and anyone who recognizes the 


NASAA Piess Release, Day Traders Need More Proteclion Against Abuses, Say State Regulators, May 28, 

1999- 


NASAA Report at 1 1. 
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unlimited earnings and quality of life which an Electronic Day Trader May 
Achieve."*'’ 

In the complaint against On-Line Investment Services, regulators found that the 
firm’s Web site asserted that “[W]e have a success rate of around 85 percent with 
customer traders, meaning people who come here actually make money doing this 
over time.””’ 

In the complaint against TCI, a training institute that does not offer other day 
trading services, regulators found that TCI sponsored newspaper advertisements 
that offered prospective students the ability to achieve a “6 to 7 figure income per 
year.””* 


Customer Suitability Requirements : Under existing federal and state law, the suitability 
doctrine requires brokerage firms to recommend only investments that are appropriate for their 
customers. Under Section 10(b) of the Securities Exchange Act of 1934 and SEC Rule lOb-5, a 
brokerage firm’s “recommendation” of unsuitable securities may constitute fraud. NASDR’s Rule 
23 1 0 - "Recommendations to Customers (Suitability)”- provides that a NASD member firm shall 
have reasonable grounds for believing that a securities recommendation is suitable for a customer 
upon the basis of facts, if any, disclosed by the customer as to his or her financial situation and needs. 
Prior to making a securities recommendation, NASD members are required to collect basic 
information to determine customer suitability such as information about the customer’s financial 
status, tax status, investment objectives, and other relevant information. Some states have also 
established specific rules regarding customer suitability,”’ 

The following summarizes NAS AA’s allegations that several day trading finiis have violated 
existing customer suitability requirements and standards: 

• Day trading firms have misrepresented crucial infonnation - such as income, net 
worth, and investment experience - on new customer account fonns and accepted 
customers for day trading who are clearly not suitable for the practice. In 
Massachusetts’ pending case against Landmark Secunties, state regulators alleged 
that a branch manager misrepresented that a customer had an income of $25,000, 
when the actual figure was $15,000; that the customer had a net worth in excess 


* lAat 13, 
Id. at 11, 

* lAat 12, 


NASAA Report at 29. 
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of$50,000, when the actual figure was about $10,000; and that the customer had 
investment experience when the customer did not.’’’ 

• Several day trading firms such as All-Tech have explicit policies that encourage 
customers, who lack sufficient capital, to borrow funds from third parties to begin 
day trading. NASAA contends that customers who lack adequate capital to day 
trade clearly are unsuitable for this highly risky activity and should not borrow 
funds from others. NASAA also argues that third party trading encourages 
unregistered investment advisory activity,^' 

• Several day trading firms including All-Tech and Landmark also have established 
policies that encourage customers wfio cannot meet maintenance margin calls to 
borrow funds from other customers. NASAA alleges that customers’ inability to 
meet margin calls demonstrates that they arc trading beyond their means, and that 
day trading is imsuitable for them. NASAA recommends that NASDR prohibit 
these customer lending programs.^ 

NASAA’s argument that existing customer suitability requirements apply to the day trading 
industry is contested by industry groups. Since day trading firms do not necessarily recommend 
specific stocks for their customers to purchase, the Securities Industry Association (“SIA”) and the 
ETA argue that existing suitability requirements do not apply to day trading strategies. 

NASAA believes, however, that NASDR’s existing rules and policies concerning risk 
disclosure already create obligations for the day trading industry and that, as outlined above, day 
trading finns have violated these policies. NAS AA argues that day trading firms promote a “concept” 
of buying and selling securities by the end of each business day. Thus, NASAA believes that day 
trading firms explicitly recommend to customers that they buy or sell securities, which brings day 
trading within the ambit of Rule 2310. However, given the controversy and the ambiguities in the 
law, NASAA supports the creation of a specilic suitability standard for the day trading industry. 

Encouragement of Activity Bv Unregistered Investment Advisers : Section 201(c)ofthcState 
Unifomi Securities Act of 1956 requires the registration of investment advisers. An investment 
adviser is defined as someone who, for compensation, advises others as to the advisability of 
purchasing securi lies cither directly or through written materials. Generally, investment advisers that 
have less than $25 million under management must be registered with the states in which they do 


Id. at 16, 


|d. at 22-23. 


Id,al46. 
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busiiiess, while advisers with more than that amount must be registered with the SECv^^ Investment 
advisers who do not register are subject to enforcement actions and penalties by federal and state 
securities regulators. 

The NASAA Report stales that certain day trading firms such as All-Tech and Landmark 
encourage customers or prospective customers to trade the accounts or funds of third parties and 
thereby violate investment adviser registration requirements. According to NASAA, the fact that 
these firms encourage individuals to day trade on behalf of others for compensation constitute 
violations.^"* NASAA cited the following examples: 

• In a Texas case against The Exchange House, Inc., state regulators alleged that the 
day trading firm unlawfully permitted 24 unregistered traders to manage customer 
accounts at the firm. The complaint also alleged that the firm used an unregistered 
branch office, and employed several unregistered agents to take customer orders. 

Texas securities regulators imposed fines of about $124,000 to conclude this 
case.“ 

• In the Massachusetts complaint against Landmark, state regulators noted that the 
firm’s Web page stated, “HOW DO I PARTICIPATE IN DAY TRADING?” 

The Landmark Web page answered the question with several options, one of 
which was to “fund the account of a trader, either as a loan to the trader, or as 
equity, with a percentage of the trading profits. The terms of the partnership, such 
as profit split, interest rate, risk parameters, etc. are agreed upon by the trader and 
the investor at their own discretion.”'**’ 

• In the Massachusetts complaint against All-Tech, state regulators alleged that the 
firm’s policy of encouraging day traders to borrow funds from third parties also 
resulted in unregistered investment activity. The state’s complaint alleged that 
All-Tech should have known that this policy would result in unregistered 
investment activity. Two traders at the Watertown office allegedly acted as 
unregistered investment advisers and one individual abused customer accounts.^'* 

Promotion of Lending Arrangements Leads to Fraudulent Practices bv Day Tradinir Firms : 
The NASAA report found that several day trading fimis have established programs that encourage 


The National Securities Market Improvement Act of 1996, P.L. 104-290. 
’* NASAA Report at 22. 

” Id, at 23-24. 

* Id. at 22-23. 


Id, at 23. 
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cuslomers lo lend funds to other customers who cannot meet margin calls,’® As discussed earlier, 
NASAA believes that these lending programs violate existing suitability requirements. In addition, 
NAS AA alleges that these lending programs have prompted numerouasecurities violations including 
forgery, circumvention of margin requirements, and violations related to state usury laws,-” 

According to NASAA, state securities regulators have found that lending programs offer 
many opportunities for fraudulent activity. For example, in the complaint against Landmark, 
Massachusetts regulators alleged that the firm transferred almost $2,7 million in customer loan funds 
tlmough a customer account established under fraudulent auspices. The Landmark complaint also 
alleged that the firm’s branch manager engaged in many fraudulent scheme.s to further these lending 
programs such as forging customer signatures on loan authorization forms, accepting authorization 
forms that had been forged by others, and effecting unauthorized transfers of funds into and out of 
customer accounts.® 

NASAA also argues that the customer lending prograi-ns circumvent Federal Reseive and 
NASDR rules that govern margin lending. Under Federal Reserve Regulation T, which governs 
initial margin requirements, customers seeking to purchase securities on margin must deposit at least 
50 percent of the market value of the securities.*' Regulation T allows the brokerage firm to lend the 
investor the remaining 50 percent or it may arrange a loan from a third party. “ NASD Rule 2520 also 
has set a margin maintenance requirement of 25 percent equity.*^ 

According to NASAA, the promotion and arrangement of loans among customers to meet 
margin calls allows day trading firms to circumvent and undermine the regulatory structure 
concerning margin trading. The margin rules limit the leverage customers may utilize, or, to state it 
another way, the rules require customers to commit a cenain amount of their own funds in order to 
effect transactions. NASAA contends that, when day trading firms encourage customers to satisfy 
margin calls for other customers, the firms are defeating the purpose of the margin requirements, 
which is to prevent customers and firms from becoming over extended.'’* 


14 at 24. 
” 14 at 29. 
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Finally, NASAA alleges that these customer lending programs violate state usury laws. The 
complaint against Landmark Securities alleged that the firm’s branch manager in Boston promoted 
and arranged inter-customer overnight loans that typically entailed interest charges of .1 percent, or 
36.5 percent annualized. Massachusetts iawprohibitsthemakingofloans with interest rates in excess 
of 20 percent and prohibits the possession of records of usurious loans.“ 

Failure to Supervise : The NASAA Report states that each of the abuses cited above - 
including lending arrangements, unauthorized third-party trading, and forgeries - represent a failure 
to supervise on the part of the day trading firms. NASAA alleges that several large day trading firms 
do not adequately supervise their branch offices to ensure that such abuses are identified and 
corrected. The NASAA report identifies All-Tech and Landmark Securities as two day trading fimis 
that failed to adequately supervise their branch offices.* 


B. NASAA Report Recommendations 

The NASAA report makes the following recommendations to improve the disclosure of 
information to investors and deter fraudulent and deceptive practices in the day trading industiy: 

Promote suitability and disclosure of risks : The NASAA report recommends that 
NASDR develop a specific rule regarding risk disclosure and suitability standards for 
the day trading industry." As noted already, NASDR has proposed such a mle, which 
is discussed at Section VI below, 

Exnlicit prohibition of lending arrangements : Given the problems that it identified 
with customer lending programs, NASAA recommends that NASDR adopt a rule 
banning such lending programs.* To date, NASDR has not proposed such a rule. 

Enhanced regulatory focus : NASAA recommends that all securities regulators focus 
much greater attention and resources on day trading firms to deter fraudulent and 
deceptive practices." 


“ Iiat29. 
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C. Joint SEC and NASDR Examinations and Enforcement Cases Have Also Identified 
Violations At Day Trading Firms 

In March 1 999, due to rising reports about fraudulent practices in the day trading industry, the 
SEC and NASDR launched a joint examination program of more than 60 of the 1 00 day trading firms. 
SEC and NASDR developed common examination procedures and criteria to assess the operations 
and practices of these day trading firms. SEC and NASDR officials also divided responsibility for 
examining these 60 day trading firms: SEC is responsible for examining 36 of these firms and the 
NASDR is responsible for examining 25 firms. 

SEC officials told PSI staff that they are still in the process of conducting examinations and 
have not yet .summarized their findings. They believe, however, that Chainnan Levitt will be able 
to do so by the hearing. An SEC official told us that preliminary information suggests that day 
trading firms have committed several violations of securities laws. For example, SEC examiners 
have found that certain day trading firms fail to comply with capital requirements for broker-dealers. 
In addition, the SEC has identified margin violations and questionable customer lending 
arrangements, such as those discussed in the NASAA Report. 

NASDR officials told us that, between March and May 1999, its examiners initiated 20 
examinations nationwide of day trading firms and the preliminary results of these examinations are 
now being tabulated.™ NASDR officials confirmed that a preliminary analysis of the 20 
examinations found the following abusive practices: ( 1 ) deceptive advertising, (2) margin violations, 
(3) registration issues, (4) failure to supervise, and (5) books and records violations. In addition, 
NASDR officials indicated that they expect to bring enforcement actions against several large day 
trading firms. The NASDR officials declined to provide the names of these firms or the timing of 
these enforcement actions. 


VI. NASDRHAS APPROVED A NEW RULE TO MINIMIZE THE RISKS ASSOCIATED 
WITH DAY TRADING 


Due to rising reports about the risks that day trading poses to average investors, the NASDR 
approved a rule on July 29, 1999, which places new obligations on NASDR members who promote 
day trading strategies.^' NASDR forwarded the proposed rale to the SEC on August 20, 1999, The 
SEC must review NASDR’s proposed rule and submit the rule to the public for official comment. 


NASD had not yet initiated examinations of the other five day trading firms. 

National Association of Securities Dealers, Inc., Approval Procedures for Day Trading Accounts, SR- 
NASD-99-41 , According to SEC oificials, the new NASDR rule would notapply to day trading firms that are registered 
with the PSE because these firms are exempt fromNASDRruIes. SEC officials said that they are considering proposing 
a inle that would require PSE member firms to comply with the NASDR proposal. 
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An NASDR attorney told PSI staff that the SEC may not finalize the rulemaking process until early 
in the year 2000. 

The major dements of NASDR’s proposed new rule governing the operations of day trading 
firms are as follows; 

Risk Disclosure : A firm promoting day trading strategies must deliver a disclosure 
statement to the customer discussing the unique risks posed by day trading. The 
disclosure must include several points for customers to consider before engaging in 
day trading, including that they should be prepared to lose all of the funds used for 
day trading and that day trading on margin or engaging in short sales may result in 
losses beyond the initial investment. Firms will be permitted to develop an alternative 
disclosure statement so long as it is substantially similar to the mandated statement 
and is approved by NASDR, 

New Account Approval : To approve an account for day trading, the firm must have 
reasonable grounds for believing that a day trading strategy is appropriate for a 
customer by gathering essential facts about the customer’s financial status and 
investment goals. According to NASDR officials, this infoitnation could include the 
individual’s income, net worth, source of funds, and investment objectives. An 
NASDR attorney told PS! staff that a customer with limited income and investment 
experience, who must borrow funds from a credit card company or obtain a second 
mortgage, would probably not be considered “appropriate” for day trading. A firm 
need not make this determination if it obtains from the customer a written agreement 
that the customer does not intend to use the account for day trading. If a finn later 
discovers that a customer who provided this written agreement is using the account 
for day trading, the firm must approve the account for day trading within ten days of 
the date of discovery. 

According to the NASDR, customers seeking to establish day trading accounts at these firms 
would be covered by the proposed rules, regardless of whether they engage in day trading activities 
in their own names or under partnership or corporate names. The rules would apply only to customer 
accounts that are opened after the effective date of the proposed rule and w'ould not apply to existing 
accounts. 


VIl. THE DAY TRADING INDUSTRY REJECTS MOST REGULATORY CRITICISMS 

The day trading industry — through ETA and certain large firms disputes most of the 
regulatory criticisms leveled against it and argues that day trading actually provides many benefits 
to investors. In particular, the industry makes a populist argument that day trading has opened up the 
markets to the average investor at the expense of the established brokerage industry. The industry 
argues that direct and instant access to the markets previously was reserved for large brokerage firms 
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that bought and sold securities at prices favorable to themselves and at the expense of retail 
customers. According to the industry, day trading allows investors to bypass broker-dealers and make 
trades themselves at favorable prices. Therefore, the day trading industry contends that large broker- 
dealers are losing business and responding with attacks against day trading firms. The ETA notes that 
NASDR, for example, is largely composed of NASD-registered market makers. The day trading 
industry believes that the brokerage industry is usingNASDR and SEC examinations and ralemaking 
initiatives to suppress the growth and popularity of day trading.'^ 

On July 21, 1999, PSI Investigators, Brian C. Jones and Wesley M. Phillips, attended a free 
2-liour seminar presented by All-Tech CEO, Harvey Houlkin. A crowd of about 300 people attended 
the seminar, which was standing room only. At the seminar, Houtkin repeatedly stressed the populist 
argument and the benefits that day trading offers to investors. Houtkin stated that the established 
brokerage industry and regulators have always opposed day trading because it threatened the status 
quo and the high profit structure that securities firms have traditionally enjoyed. During Houtkin’s 
presentation, an overhead projection showed All-Tech’s proprietary trading software with various 
orders entered by large trading firms - such as Goldman Sachs and Morgan Stanley - along with an 
order entered by a fictional day trader. Houtkin made the point that All-Tech and day trading 
generally now allow investors to compete on an equal footing with established securities finns, in 
addition, Houtkin argued that favorable prices on securities that investors realized from day trading 
more than offset the commissions charged. Houtkin did not offer any specific data to support this 
contention. 


A, Day Trading is Profitable For Many Investors 

As discussed previously, ETA argues that day trading is profitable and that the NASAA 
Report is biased and erroneous. In addition, ETA argues that the NASAA Report is flawed and not 
representative of the industry as a whole. ET.A notes that the NAS.AA Report is based on only about 
26 customer accounts at one All-Tech branch office in Massachusetts. As discussed previously, 
Momentum’s “unscientific” study found that about 65 percent of the individuals who day trade for 
more than five months can make significant amounts of money. 


B, Fraudulent and Deceptive Practices Are Not Widespread 

James Lee, President of ET'A, told PSI staff that fraud and questionable practices are not 
widespread in the day trading industry. He said that the NASAA Report is very limited and based 
on a very small sample of firms. Mr. Lee agreed that there are isolated problems in the day trading 
industry that need to be conected. With respect to customer lending programs, Mr. Lee said that the 
day trading industry is willing to work with regulators on this issue. He also said that current state 


Saul S. Cohen, The Empire Strikes Sack Part Tm): The Empire's Inevilahle Defeat, httol/hvww.ejectronic- 
trades.org/press.HJ.htmi ( 1 999). 
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enforcement actions against day trading firms on the basis of their lending programs are unfair 
because such lending programs are legal under existing law. 


C. Day Trading Iinnroves Securities Pricing and Market Liquidity 

The day trading industry and its advocates contend that day trading improves the pricing of 
securities available to investors. For example, the industry argues that day traders force NASD 
market makers to provide the best possible securities prices to investors by eliminating “stale” 
quotes. T o illustrate, there are situations where an NASD market maker may offer to buy a security 
from investors at $19.75 (“bid”) and sell the security at $20.00 (“ask”). The difference between the 
bid and ask price is called the “spread” and the market makers retain some of the spread as profit. 
Occasionally, market makers allow their bid and ask prices to go “stale” - that is, as the prices of the 
securities move up or down, the market maker’s quote may be out of line with the price quotes of 
other market makers. 

Thus, in the example cited above, a market marker might maintain bid and ask prices of 
$19.75 and $20.00, respectively, while other market makers may be offering bid and ask prices on 
the same security of $20.25 and $20,50, With instant access to such stale quotes, a day trader can buy 
the security from the original market maker at $20.00 and sell to the second market maker at $20.25 
- thus earning a profit of $.25 per share on the transaction. In this scenario, the original market 
maker is penalized for not keeping his price quotes in line with the price quotes of other market 
markers.^^ By constantly compelling market makers to update their price quote.s, the day trading 
industry argues that market efficiency is improved. In the example cited above, day traders prod 
market makers to buy securities from investors at the highest possible bid price, $20.25 per share 
rather than $19.75 per share. However, according to a GAO official we contacted, this benefit to the 
market may be losing its relevance since many market makers have automated their stock quotations, 
which significantly reduces the incidence of stale market quotes. 

The day trading industry also contends that day trading improves liquidity in the securities 
markets. Liquidity is the ease with which securities markets can accommodate large volumes of 
securities trading without significant price changes.’’’ The industry' argues that day trading improves 
the liquidity of the markets because it increases trading volume. According to a 1998 GAO report, 
however, available studies do not provide any evidence to suggest that day trading increases market 
liquidity and, in fact, may limit liquidity.” The GAO report, however, noted that the available studies 


In this scenario, the market maker with the stale price quote suffers because it receives a price of only S20.00 
rather than the going price of S20.50. 

GAO, Securities Market Operations: The Effects ofSOESon the NASDAQ Market, (GAO/GGD- 9S-194}, 
p. 3, Aug. 31.1 998 (hereafter GAO SOES report). 
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are limited in that they did not consider all factors necessary lo understand the aggregate impact of 
day trading on market liquidity.''’ 


THE CONNECTION. IF ANY. BETWEEN DAY TRADING AND MARKET 
VOLATIL ITY 


Some brokerage firms and other market participants have argued that day trading increases 
the volatility of the securities mai'kets. These critics contend tliat the strategies of day traders, such 
as buying in “up trending” markets and selling in “down trending” markets, increases price 
volatility.'”' Market volatility is generally considered detrimental to investors because stock prices 
fluctuate for reasons unrelated to the business prospects of the company or the fair value of its shares. 
Thus, investor stock purchase decisions based on careful analysis of the company’s financial 
prospects may be thwarted because the price of the stock responds lo unrelated factors, such as the 
trading volume attributed to day traders. Companies seeking to raise capital through the securities 
markets may also suffer due to price volatility because share prices may decline for reasons unrelated 
to the company’s business prospects, which may in fact be positive. 

As part of its 1 998 study, GAO review^cd available studies on any potential links between 
day trading and market volatility.^* Based upon the available literature, the GAO found that there is 
no conclusive evidence to support the contention that day trading results in market volatility. 
Although some studies found that there is a correlation, these studies did not establish whether day 
trading caused volatility or whether other market factors caused voiati lity Another study that GAO 
reviewed also found mixed evidence about the impacts of day trading on market volatility.*" The 
study concluded that large volumes of day trading increased market volatility in the short-run, but 
contributed to lower volatility in the long-run.^’ 
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